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INTRODUCTION

This pamphlet,! prepared by the staff of the Joint Commiittee on
Taxation, provides a description and analysis of the employer man-
date and related provisions of H.R. 3600 (“Health Security Act”).
The Committee on Ways and Means has scheduled a public hearing
on the employer mandate and related provisions in the Health Se-
curity Act, H.R. 3600, on February 3, 1994.

The Committee on Ways and Means began its consideration of
the employer and individual premium mandate provisions in the
Health Security Act during its November 1993 hearings on the fi-
nancing provisions of the Act. These hearings were held prior to
'i}ég 3formal introduction of the Act as H.R. 3600 on November 20,

Part I of the pamphlet is an overview of the Health Security Act;
Part II is a description of the employer mandate and related provi-
sions of the Health Security Act; Part III sets forth examples of
premium calculations; and Part IV is an analysis of the economic
effects of the employer mandate and related provisions of the

Health Security Act.

1This pamphlet may be cited as follows: Joint Committee on Taxation, Description and Analy-
sis of the Employer Mandate and Related Provisions of H.R. 3600 (“Health Security Act”) JCS-
1-94), February 2, 1994, . B PR S
(D



L OVERVIEW OF THE HEALTH SECURITY ACT

Universal coverage and comprehehsive benefit package

Under the Health Security Act, all American citizens and resi-
dents would be guaranteed a comprehensive health benefit pack-
age. Individuals would generally be required to enroll in an appli-
cable health plan providing the guaranteed benefit package
through an appropriate health alliance. The comprehensive benefit
package would be set forth in the statute initially, and would be
subject to the cost sharing requirements of the bill, the exclusions
in the bill, and the duties and authority of the National Health
Board to be established by the bill. Individuals would be able to
purchase supplemental health insurance to cover health services
not included within the comprehensive benefit package.

Each health plan would be required to offer one, and only one,
of three prescribed cost sharing schedules: lower cost sharing; high-
er cost sharing; or combination cost sharing (secs. 1131-1139).
These cost sharing schedules would be defined generally as follows.

Under a lower cost sharing plan, deductibles would be prohib-
ited. The annual limit on individual out-of-pocket cost sharing
would be $1,500, and the annual limit on family out-of-pocket cost
sharing would be $3,000. Copayments 2 would be permitted as spec-
ified in the bill (e.g., $10 for outpatient services, $25 for hospital
services, and $20 for certain dental services). No coinsurance3 (ex-
cept for an out-of-network item or service4) would be permitted
under a lower cost sharing plan.

A higher cost sharing plan would have deductibles (for most
items and services in the comprehensive benefit package) of $200
for individuals and $400 for families. Coinsurance would be re-
quired under a higher cost sharing plan. The annual limits on out-
of-pocket cost sharing would be the same as under a lower cost
sharing plan.

A combination plan could have cost sharing that differs depend-
ing on whether the enrollee uses preferred providers or out-of-net-
work providers.

The dollar limits on deductibles and copayments would be in-
dexed for inflation after 1994.

2 Copayments are amounts, expressed as a dollar amount, that an individual may be required
to pay with respect to an item or service, such as $10 per office visit.

3Coinsurance is an amount, expressed as a percentage of an amount otherwise payable, that
an individual may be required to pay with respect to an item or service, such as 20 percent
of the total fee for a service.

4Under the bill, a “provider network” would mean providers who have entered into an agree-
ment with a health plan under which the providers are obligated to provide items and services
in the comprehensive benefit package to individuals enrolled in the plan. An “out-of-network”
good or service would mean items or services provided to an individual enrolled under a health
plan by a provider who is not a member of a provider network of the plan (sec. 1402(£)).

@)
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National Health Board
The operation of the new health care system would be overseen

. by a National Health Board (the “Board”). The Board would consist

of seven members appointed by the President by and with the ad-
vice and consent of the Senate. The chair of the Board would serve
a term concurrent with that of the President, and could serve a
maximum of three terms. The other members of the Board would
serve staggered, 4-year terms. A member other than the chair
could serve a maximum of two terms.

Among other things, the Board would have the authority to es-
tablish requirements for State plans and monitor compliance with
the bill's requirements, interpret and update the comprehensive
benefit package, and recommend changes in the package to the
President and the Congress. It would also establish a baseline
budget for alliances and certify compliance with the budget.

Health alliances

In general

Individuals would generally obtain health insurance through re-
gional health alliances established and overseen by States or
through corporate health alliances established by large employers
or certain other entities. In general, if a family has only one worker
and that worker is eligible to enroll in a corporate alliance plan,
then the entire family would obtain insurance through the cor-
porate alliance. Otherwise, the family would obtain insurance
through the regional health alliance for the alliance area in which
the family resides. ‘

Comment: 1t is unclear what would happen in the case of
a family whose members reside in more than one regional
alliance area. The bill provides that the Board is to de-
velop rules to deal with such cases and similar situations,
including treatment of children of divorced or separated
parents and changes in family composition occurring dur-
ing a year (sec. 1011(f)). It is also not clear how residence
is to be determined. For example, suppose an individual
maintains a household in California, but is currently living
in New York where she is working on an indefinite basis.
It i_sdnot clear where the individual would be considered to
reside.

Special rules would apply in determining the appropriate alliance
if more than one family member is emfloyed. If an individual and
his or her spouse are employed and eligible to participate in dif-
ferent corporate alliances or if one spouse is eligible to participate
in a regional alliance and the other in a corporate alliance, they
must choose the alliance in which the entire family will participate.
Similarly, a single individual who is employed by a regional alli-
ance employer (or employers) and a corporate alliance employer (or
employers) may elect to enroll in a health plan offered by the re-
gional alliance for the alliance area in which the individual resides
or a corporate alliance health plan (if applicable).

In lieu of establishing a system of regional alliances, States
would be permitted to establish single-payer systems.
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Regional alliances

The bill would require States to establish regional alliances by
January 1, 1997. Regional alliances could be organized as non-prof-
it organizations, independent State agencies, or agencies of the
State. Only one regional alliance could serve any geographic area,
and no regional alliance could serve a geographic area crossing
State boundaries. States would be required to certify health plans
that can offer coverage through an alliance. '

Comment: Employers may be required to make premium
payments to more than one regional alliance. This will be
particularly true of large employers, but may also occur in
the case of small employers in areas in which a metropoli-
tan area crosses more than one State. For example, a
small employer located in the District of Columbia may
have employees who reside in the District of Columbia
may have employees who reside in the District of Colum-
bia, Maryland, Virginia, and possibly even West Virginia
and Pennsylvania. Because each State will establish its
own regional alliances and the premiuin payments will be
based on the demographics of the individuals residing
within the regional alliance area, it is likely that even a
small employer will be making different premium pay-
ments on behalf of its employees to the extent that they
reside in different regional alliance areas.

Regional alliances would be governed by a Board of Directors
with equal representation of employers whose employees purchase
health coverage through the alliance (including self-employed indi-
viduals), and individual consumers. Each regional alliance would
also be required to have a provider advisory board consisting of
representatives of health care providers and professionals who pro-
vide covered services through health plans offered by the alliance.

Regional alliances would negotiate with State-certified health
plans and enter into contracts with health plans to provide health
services to eligible individuals. Regional alliances would be re-
quired to offer at least one “fee-for-service” plan among the health
plans offered to eligible individuals.5

Regional alliances would receive funds from the following
sources: employer and individual premiums (directly and through
transfer payments from other alliances); State and Federal pay-
ments for recipients of Aid to Families with Dependent Children
(AFDC) and supplemental security income (SSI); State mainte-
nance of effort payments; payments from corporate alliances for
dual earner families; and Federal payments for premium subsidies.
Regional alliances would disburse funds for the following reasons:
payments to health plans; administrative costs; payments to other
alliances for dual earner families and for certain other situations;
and payments to the Federal Government for academic health cen-
ters. ‘

5In general, a “fee-for-service” plan would be defined as a health plan that provides cover.
for all items and services included in the comprehensive benefit pa&age, subject to reasonable
restrictions, and makes payments for such benefits to providers without regard to whether there
is a contractual arrangement between the plan and the provider.



E)

Corporate alliances

In general, under the bill, most employers with more than 5,000
full-time employees (large employers), certain multiemployer
plans,® rural electric cooperatives, rural telephone cooperatives,?
and the U.S. Postal Service could elect to provide health care cov-
erage through corporate alliances rather than purchasing coverage
through regional alliances. The following employers would not be
entitled to maintain a corporate alliance: an employer whose pri-
mary business is employee leasing; the Federal Government (other
than the U.S. Postal Service); and a State government, a unit of
local government, and an agency or instrumentality of government,
including any special purpose unit of government.

Full-time employees of a large employer that elected to form a
corporate alliance would be eligible to enroll in a health plan of-
fered by the alliance. Part-time employees of a corporate alliance
employer would not be eligible to enroll in a corporate alliance by
reason of such employment, but would be eligible to enroll in a re-
gional alliance. The following individuals also would not be eligible
to enroll in a corporate alliance: recipients of Aid to Families with
Dependent Children (AFDC); recipients of supplemental security
income (SSI) benefits; certain military personnel and their families,
veterans, and Indians who have coverage under another health
plan; and seasonal or temporary workers (as defined by the Na-
tional Health Board), other than workers who are treated as eligi-
ble to enroll in a corporate alliance health plan pursuant to a col-
lective bargaining agreement. In general, a full-time employee
would be an employee who is employed for at least 120 hours in
a month. An employee who is not so employed nevertheless would
be a full-time employee if the employee is employed on a continuing
basis that, taking into account the structure or nature of the em-
ployment in the industry, represents full-time employment pursu-
ant to rules established by the National Health Board. ;

In general, if an individual is the only worker in a family and
is eligible to participate in a corporate alliance, then the individual
and his or her family would be required to participate in a health
plan of the corporate alliance, and could not obtain coverage
through a regional alliance. Special rules would apply if both the ,
individual and his or her spouse were employed by different em-
ployers. Thus, if an employee eligible to participate in a corporate
alliance is married to a working individual eligible to receive cov-
erage under another corporate alliance or a regional alliance, then
they may choose where the entire family is to be covered.

An employer would have only one opportunity to elect to form a
corporate alliance. If the employer did not elect to form a corporate
alliance when first eligible to do so, it could never do so. Elections

6A multiemployer plan could form a corporate alliance if (1) the plan offered health benefits
as of September 1, 1993, and (2) as of both September 1, 1993, amf January 1, 1996, the plan
(a) has more than 5,000 active participants in the United States or (b) the plan is maintained
by one or more affiliates of the same labor organization (or one or more affiliates of labor organi-
zations representing employees in the same industry) covering more than 5,000 employees,

7Rural electric and telephone cooperatives may maintain a corporate alliance with respect to
a group health plan maintained by such cooperative if (1) the ‘Flan offered health benefits as
of September 1, 1993, and (2) as of both September 1, 1993, an January 1, 1996, the coopera-
ge & more than 5,000 full-time employees in the United States entitled to benefits under

e plan.
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to form a corporate alliance would have to be filed with the Depart-
ment of Labor.

" The bill contains specific provisions regarding the time by which
elections to form a corporate alliance would have to be made. In
the case of an eligible sponsor that is a large employer on January
1, 1997, the election would have to be made by January 1, 1996,
or, if the State elects to participate under the Health Security Act
before January 1, 1998, no later than the April 1 after the State
forms regional alliances. In the case of an employer that is not an
eligible large employer on January 1, 1997, and later becomes one,
the election to form a corporate alliance would have to be made no
later than March 1 of the year following the year in which the em-
ployer first becomes such a sponsor. In the case of multiemployer
plans and rural cooperative plans, the election would have to be
made no later than March 1, 1996. All elections to form a corﬁorate
alliance would be effective for coverage provided under health
plans on and after January 1 of the year following the year in
which the election is made.

Comment: The rules regarding timing of elections for large
eml)loyers present a number of issues. For example, how
will a large employer know on January 1, 1996, that it will
still be a large employer on the following January 1? Also,
the election to form a corporate alliance may be required
to be made before the State is participating and before re-
gional alliances are formed. :

The election to maintain a corporate alliance could be terminated
voluntarily by the employer. In addition, the election would be ter-
minated if the number ofy full-time employees falls below 4,800. The
Department of Labor could terminate an election if it finds that
corporate the alliance has failed to fulfill its requirements or that
it has violated the prohibition against excess increases in premium
expenditure. If an election terminates for any reason, the employer
could not again elect to form a corporate alliance. A termination of
a corporate alliance would be effective as of the effective date of en-
rollments in regional alliance health plans made during the next
open season.

Employer mandate

All employers would be required to pay a portion of the cost of
the comprehensive benefit package for their employees.

Premiums

Regional alliances

In general.—Each regional alliance would contract with the var-
ious health plans interested in providing health benefits to individ-
uals residing in the alliance area. An individual who resides in the
alliance area (and who is not eligible to participate in a corporate
alliance) could choose coverage by any of the available plans.

Participating plans would submit a per capita bid for providing
the comprehensive benefits package to all eligible individuals resid-
ing within the alliance area. Using set formulas, this per capita bid
would be converted into premiums for each type of family class: in-
dividual; couple-only (i.e., a married couple without children); sin-
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gle parent; or dual parent (i.e., a married couple with children). For
this purpose, marital status would be determined in accordance
with state law. _ .

Employer share of premiums.—An employer would be required to
pay, for each employee, 80 percent of the weighted-average pre-
mium for all plans in the alliance for the employee’s class of enroll-
ment. This weighted-average premium woul be computed for each
family class on an alliance-wide basis according to a formula speci- -
fied in the bill. Thus, employers would gay a fixed amount for each
employee in a given family class, regardless of which plan actually
is selected by the employee. The calculated averages would be
based upon the number of wage earners in a given class (rather
than the number of families covered in the class), to reflect that
some families may have more than one wage earner. Under the
bill, a single weighted-average premium would be calculated and
would apply both to the single parent and dual parent classes of
enrollment, _ , , .

In addition to the required employer premiums, employers could
pay some or all of the family share of premiums on behalf of their
employees, as long as all employees in the same class of enrollment
received the same dollar amount. For part-time employees (those
whose monthly employment is at least 40 hours, but less than 120

~hours), the required employer premium would be calculated on a
pro rata basis, using 120 hours per month as a measure of full-time
employment. ,

Employer premiums would be capped at 7.9 percent of an em-
ployer’s total payroll. Small employers (those employing 75 or fewer
employees) who pay average annual wages of $24,000 or less would
be entitled to caps of 3.5 percent to 7.9 percent of total payroll, de-
pending upon the average number of employees and their average
annual wage. These caps would not apply to governmental employ-
ers before January 1, 2002.

Special rule for large employers.—A large employer who is eligi-
ble to form a corporate alliance, but who chooses not to do S0, or
who forms a corporate alliance that is later terminated, would not
be eligible for the percent of payroll caps for the first four years of
regional alliance coverage. The benefit of the caps would be phased
in ratably for such employers over the fifth through seventh years
of regional alliance coverage, and would be fully available after
seven years of regional alliance coverage. In addition, such employ-
ers would be required to make “excess risk” payments if the demo-
graphic risk of its employee pool exceeds the average demographic
risk of all individuals ,ehfible to participate in the regional a%l!iance.
(Demographic risk would be measured based on demographic char-
acteristics such as age, gender, and socio-economic status.) The ex-
cess risk adjustment would be phased out ratably over the fifth
through seventh years of regional alliance coverage.

Bad debt.—Employers would be required to make additional pre-
mium payments to compensate for 80 percent of the anticipated
bad debt losses of the regional alliance. The regional alliance would
estimate the total premiums unlikelﬁ to be collected, and divide it
by the number of people covered by the alliance to obtain a per cap-
ita shortfall amount. The per capita shortfall amount would be con-
verted into a premium amount for each family class using the same
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methodology as used to calculate base premiums. All employers
would be required to make this payment regardless of any percent
of galyroll caps that would otherwise apply.

elf-employed individuals.—A self-employed individual (i.e., an
individual whose earnings are subject to self-employment taxes)
would be treated as employing himself or herself for purposes of
calculating the employer “fremium due. The individual’s net self-
employment earnings would be deemed wages paid. The amount of
employer premium due for a self-employed individual would be re-
duced by the amount of any employer premiums paid by other em-
ployers of the individual. The bill also would provide an anti-abuse
rule applicable to any individual who is both an employee and a
substantial owner of a closely-held business. S

Family share of premiums.—The premium owed by a family liv-
ing in an alliance area would depend upon the s ecific plan se-
lected by the family. Each family having a family member em-
ployed on a full-time basis would be entitled to a “credit” of 80 per-
cent of the weighted average premium for all plans in the alliance
for its family class. The credit would be reduced progortionately if
family members were employed only on a part-time basis, or were
unemployed.8 The family premium due would be the difference be-
tween the total premium for the plan actually selected and this
computed credit. The family premium could be less than 20 percent
of the average premium if a low-cost plan is selected or more if a
higher-priced plan is selected.

amilies also would be required to make additional premium

ayments to compensate for 20 percent of the anticipated bad debt

osses of the regional alliance, under a calculation similar to that
described above for em*:loyers.

Certain low-income families would be entitled to a reduction in
the family share of premiums owed. Such families include Aid to
Families with Dependent Children (AFDC) or Supplemental Secu-
rity Income (SSI) recipients, those having family adjusted income
below 150 percent of the poverty level, or those earning less than
$40,000 and for whom the family obligation amount would other-
wise exceed 3.9 percent of the family’s adjusted income. Depending
upon income, the reduction would be an amount up to 20 percent
of the weighted-average premium for all plans in the alliance for
its family class.

Corporate alliances

Each corporate alliance would determine its own weighted aver-
age premium for health plans offered by the alliance. Premiums
charged by a corporate alliance for health care coverage under a
plan could vary only by class of family enrollment and by premium
area. Corporate alliances would be required to designate premium
areas which reasonably reflect labor market areas or health care
delivery areas and are consistent with rules to be established by
the Department of Labor. The employer premium for corporate alli-
ance employers would be 80 percent of the weighted average pre-
mium. In addition, corporate alliance employers would be required

8The statutory language calls this reduction a “repayment” of the alliance credit. As a prac-
tical matter, no repayment would be involved; the amount of the credit simply would be reduced
and the family would be required to pay a greater premium.
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to subsidize the premiums of full-time workers who have wages of
less than $15,000 on an annualized basis. The $15,000 threshold
would be indexed annually for inflation after 1994. Individuals
would be required to pay the difference between the employer
share and the cost of the plan they select (subject to the low-wage
subsidy). The 7.9-percent payroll cap on employer premiums would
not apply to corporate alliance employers.

Employer payments with respect to retiree health benefits
‘The bill would impose two additional obligations on certain em-

“ployers (whether regional or corporate alliance employers) with re-

spect to the health benefits of early retirees and their dependents.
In general, the bill would provide that the employer share of the
cost of providing the comprehensive benefit package to early retir-
ees (other than high-income early retirees) is to be paid by the Fed-
eral Government. In some cases, employers may have had plans
which obligated them to pay these retiree medical costs.
~ To prevent a windfall to such employers, the bill would impose

a temporary assessment on employers whose retiree health costs

would be reduced by reason of the Federal subsidy. In addition,
under the bill, employers who were paying for a portion of an early
retiree’s health costs on October 1, 1993, would be required to pay
20 percent of the average weighted premium for such early retiree’s
class of enrollment. The payment obligation would apply for each
month beginning with January 1, 1998, but would be limited to in-
dividuals who were early retirees on October 1, 1993.

Cap on health care expenditures - -

The Administration expects that the Act would result in in-
creased competition in the health care market, and that such com-
petition would reduce the growth in health care expenses. In addi-
tion, the Act would impose limits on the payments made by alli-
ances to health plans and providers.

Regional alliances o

The amount that regional alliances would be allowed to pay
health plans and providers would be subject to a budget. The Fed-
eral Government would be responsible for enforcing this budget,
generally as described below. o o

No later than January 1, 1995, the National Health Board would
be required to establish a national per capita baseline premium
target for the comprehensive benefit package based on 1993 per
capita health expenditures, trended forward. This amount would be
increased -annually for inflation based on the “general health care
inflation factor.” For 1996, the inflation factor would be the per-
centage increase in the consumer price index (CPI), plus 1.5 per-
centage points; for 1997, the inflation factor would be the percent-
age increase in the CPI plus 1.0 percentage points; for 1998, the
inflation factor would be the percentage increase in the CPI plus
0.5 percentage points; for 1999 and 2000, the inflation factor would.
be the percentage increase in the CPIL For later years, the Board

would be required to submit to Congress recommendations of what

the general health care inflation factor should be.
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The Board would then set an initial per capita premium target
for each regional alliance based on the national per capita target
and the general health care inflation factor. In setting alliance tar-
gets, the inflation factor and the overall target would be adjusted
for factors specific to each regional alliance, such as variations in
health care expenditures and the rate of uninsurance and
underinsurance. The Board would adjust the regional per capita
targets annually by a regional inflation factor.

Regional alliances would be required to conduct a bidding and
negotiation process with health plans. If the alliance’s weighted av-
erage accepted premium exceeds the target set by the Board, the
alliance could renegotiate premiums. If the final bids submitted by
health plans exceed the alliance’s premium target, premium caps
would be triggered. As a result, payments to noncomplying plans
and providers and enrollee premium payments would be reduced.

Corporate alliances

The National Health Board would be required to develop a meth-
odology for calculating an annual per capita equivalent for amounts
paid for coverage for the comprehensive benefit package within a
corporate alliance. If a corporate alliance exceeds the allowable in-
crease in health care costs as determined by the Board for two
years in a 3-year period, then the Secretary of Labor would termi-
nate the corporate alliance.

Modifications to the Internal Revenue Code

The bill would make a number of changes to the Intérnal Reve-
nue Code (the “Code”). Some of these changes are intended to be

financing provisions. These provisions are contained in Title VII of
the bill.?

Financing provisions

Increase in tobacco excise taxes (secs. 7111-7113).—The bill would
increase the tax rate on all tobacco products by approximately
$12.50 per pound of tobacco content, and would extend the tax to
tobacco to be used in “roll-your-own” cigarettes. The provisions
would be effective for tobacco products removed from a bonded pro-
duction premises after September 30, 1994. A floor stocks tax
would be imposed on tobacco products held on the effective date.

Assessment on corporate alliance employers (sec. 7121).—The bill
would impose an annual assessment equal to 1 percent of payroll
on large employers that elect to form corporate alliances. The as-
sessment would be effective on January 1, 1996.

- Temporary assessment on employers with retiree health costs (sec.
7121).—In general, the bill would provide that the cost of providing
the comprehensive benefit package to retirees between the ages of
55 and 65 is to be paid by the Federal Government. In some cases,
employers may have had plans which obligated them to pay these
retiree medical costs. To prevent a windfall to such employers, the
bill would impose a temporary assessment on all employers with
retiree health costs for the period 1991 to 1993 (the “base period”).

9For a detailed description and analfsis of these provisions, see Joint Committee on Taxation,
Description and Analysis of Title VII of HR. 3600, S. 1757, and S. 1775 (“Health Security
Act”)(JCS-20-93), December 20, 1993.
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The assessment for a year would be equal to 50 percent of the
greater of (1) the “adjusted base period retiree health costs” of the
employer for the year, or (2) the amount by which the employer’s
anlicable retiree health costs for the year were reduced by reason
of the enactment of the Health Security Act. The temporary assess-
ment would apply to 1998, 1999, and 2000. v o

Recapture of certain health care subsidies received by high-income
individlz)zals (sec. 7131).—Under the bill, taxpayers with modified
adjusted gross income (AGI) above a threshold amount would be re-
quired to pay additional premiums for coverage under part B of
Medicare. In addition, eligible retirees and qualified spouses and
children with modified AGI above the threshold amount would be
required to pay the employer share of their premium for health
care under the comprehensive benefit package. The threshold
amount would be $90,000 for unmarried taxpayers and $115,000
for married taxpayers filing joint returns. The amount of these ﬁay-
ments would be phased in for taxpayers with modified AGI which
exceeds the threshold amount by less than $15,000 ($30,000 in the
case of married taxpayers filing a joint return). The provision relat-
ing to part B Medicare premiums would be effective for taxable
years beginning after December 81, 1995. The provision relating to
payment of premiums under the comprehensive benefits package
would be effective January 1, 1998. :

Modification of self-employment tax treatment of certain S cor-
poration shareholders and partners (sec. 7141).—The bill would (1)
amend the definition of net earnings from self-employment subject
to self-employment taxes to include the Fro rata share of certain
S corporation income of certain shareholders and (2) modify the
definition of net earnings from self-employment as applied to lim-
ited partners in a partnership for self-employment tax and health
insurance premiums purposes. These provisions would apply to tax-
able years of individuals beginning after December 31, 1995, and
to taxable years of S corporations and partnerships ending with or
within such taxable years of individuals.

Extending Medicare coverage to all State and local government
employees (sec. 7142).—Under present law, State and local govern-
ment employees hired before April 1, 1986, are not covered under
Medicare unless a voluntary agreement providing for such coverage
is in effect. The bill would extend Medicare coverage on a manda-
tory basis to all employees of State and local governments not oth-
erwise covered under present law, without regard to their dates of
hire. These employees and their employers would become liable for
the hospital insurance tax, and the employee would earn credit to-
ward Medicare eligibility. This provision would apply to services
Eerfgamfgggy State and local government employees after Septem-

er 30, . :

Tax treatment of employer-provided health care

Exclusion for employer-provided accident or health care (sec.
7201).—Under present law, all employer contributions for accident
or health coverage are excludable from an employee’s income.
Under the bill, employer contributions to an accident or health plan
would be excludable from gross income and wages for income and
employment tax purposes only to the extent the contributions are
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for (1) the comprehensive benefit package provided for under the
bill, (2) cost sharing amounts under the comprehensive benefit
package (including cost sharing policies) or (3) permitted coverage.
Permitted coverage would mean (1) coverage providing wages or
payments in lieu of wages for any period during which the em-
ployee is absent from work on account of sickness or injury, (2) cov-
erage providing payment for permanent injuries of an employee, or
his or her spouse or dependent, that are computed with reference
to the nature of the injury without regard to the period the em-
ployee is absent from work, (3) retiree health coverage provided to
former employees after age 65, (4) coverage under a qualified long-
term care policy, (5) coverage provided under Federal law to veter-
ans or any member of the Armed Forces of the United States and
their spouses and dependents, and (6) any other employer-provided
coverage which the Secretary of the Treasury determines should be
excludable.

The limit on the exclusion for employer-provided accident or
health coverage would be effective on and after January 1, 2004,
except that it would apply to flexible spending accounts on and
after January 1, 1997. For this purposes, a flexible spending ac-
count would be defined as a benefit program that provides employ-
ees with coverage under which specified, incurred expenses may be
reimbursed and under which the maximum amount of reimburse-
ment that is reasonably available to a participant for such coverage
is less than 200 percent of the value of such coverage.

Cafeteria plans (sec. 7202).—Under the bill, accident or health
coverage could not be provided through a cafeteria plan unless the
coverage constitutes wages or payments in lieu of wages for.any pe-
riod during which the employee is absent from work on account of
sickness or injury. This provision would be effective on and after
January 1, 1997.

Health insurance expenses of self-employed individuals' (sec.
7203).—Under prior law, self-employed individuals could deduct 25
percent of the health insurance costs for themselves and their
spouses or dependents. This deduction expired December 31, 1993.
The bill would make the deduction for health insurance expenses
permanent. In addition, effective on the earlier of January 1, 1997,
or the first day on which the taxpayer could purchase comprehen-
sive health coverage under the bill, up to 100 percent of the cost
of the comprehensive health coverage could be deductible. The 25-
percent deduction would continue until the 100-percent deduction
is available. '

Limitation on prepayment of medical insurance premiums (sec.
7204).—Under present law, taxpayers who itemize deductions may’
deduct amounts paid during the taxable year (if not reimbursed by '
insurance or otherwise) for medical care of the taxpayer and the -
taxpayer’s spouse or dependents to the extent that the total of such
expenses exceeds 7.5 percent of the taxpayer’s adjusted gross in-
come. The Internal Revenue Service recently issued a revenue rul-
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ing10 stating that previous rulings 1l permitting a current deduc-
tion for fees for medical services to be provided in the future (if at
all) should not be interpreted to allow a current deduction of pay-
ments for medical care (including medical insurance) extending
substantially beyond the close of the taxable year in situations
where the future care is not purchased in connection with obtain-
ing lifetime care of the type described in the earlier rulings. Under
the bill, for purposes of this itemized deduction, amounts paid dur-
ing a taxable year that are allocable to insurance coverage or medi-
cal care to be provided during periods more than 12 months after
the month in which the payment is made would be treated as paid
ratably over the period during which the coverage or care is to be
provided. This limitation would not apply to any premium paid
under a qualified long-term care policy. The provision would apply
to amounts paid after December 31, 1996.

Employment status provisions '

Definition of employee (secs. 7301 and 7303).—The bill would re-
peal section 530 of the Revenue Act of 1978, which provides safe
harbor rules under which service recipients can treat individuals as
not being employees for employment tax purposes. The bill would
codify a modified version of section 530 which would protect tax-
payers against retroactive reclassification of workers as employees.
The bill would also give the Secretary of the Treasury the authority
to define the term “employee” by prospective regulations. The modi-

~ fied rules would generally apply for income tax purposes, employ-

ment tax purposes, and the bill’s health care provisions. The provi-
sion relating to section 530 would generally be effective for periods
beginning after December 31, 1995. The provision authorizing regu-
lations would be effective on the date of enactment.

Increase in penalties for failure to file current information returns
with respect to non-employees (sec. 7302).—The Internal Revenue
Code contains a number of information reporting requirements.
The bill would modify the penalties for failure to comply with these
requirements in the case of two types of information returns: (1) in-
formation returns under Code section 6041(a) which relate to pay-
ments to any person for services performed by such person (other
than as an employee); and (2) returns regarding remuneration for
services under Code section 6041A(a). Both of these sections of the
Code relate to information returns with respect to payments made
to non-employees, such as independent contractors. In general, the
bill would increase the penalty for failure to file correct information
returns on or before August 1 from $50 for each return to the
greater of $50 or 5 percent of the amount required to be reported
correctly but not so reported. The provision would apply to informa-
tion returns the due date for which (without regard to extensions)
is more than 30 days after the date of enactment.

10Rev. Rul. 93-72, 1993-34 IRB 7 (Nov. 1, 1993). The ruling applies to amounts paid on or
after October 14, 1993, except amounts paid pursuant to the terms of a binding contract entered
into before that date. ~ - A
11Rev, Rul. 75-302, 1975-2 C.B. 86; Rev. Rul. 75-303, 1975-2"C.B."87; Rev. Rul."76-481,

1976-2 C.B. 82.



14

Tax treatment of funding of retiree health benefits (secs. 7401
and 7402) - »

Under present law, an employer may deduct contributions, with-
in limits, made to a welfare benefit fund to prefund post-retirement
medical and life insurance benefits. These rules generally permit
the cost of the benefits to be funded over the working life of the
employee. In addition, retiree medical benefits may be prefunded
(within limits) through a separate account maintained under a tax-
qualified pension plan (Code sec. 401(h)).

Effective with respect to contributions paid or accrued after De-
cember 31, 1994, the bill would provide that the minimum period
during which the cost of post-retirement medical and life insurance
coverage could be funded under a welfare benefit fund would be at
least 10 years. In addition, contributions would not be permitted to
be made to retiree medical accounts under pension plans after De-
cember 31, 1994. '

Coordination with health care continuation rules (sec. 7501)

The health care continuation rules require that qualified bene-
ficiaries that received coverage under a group health plan be pro-
vided the opportunity to purchase health insurance for a specified

eriod under the group health Flan after the occurrence of a quali-
?ying event (e.g., termination of employment) that otherwise would
have terminated such health insurance coverage. These rules are
designed to prevent gaps in health care coverage. The bill would re-
peal the health care continuation rules, effective on the earlier of
January 1, 1998, or the first day of the calendar year following the
calendar (zear in which each State has in effect health plans under
which individuals are eligible to receive comprehensive health cov-
erage under the bill.

Tax treatment of organizations providing health care services
and related organizations (secs. 7601-7603)

The bill would establish certain new requirements applicable to
nonprofit health care providers (hospitals and health maintenance
organizations (HMOs)) seeking to qualify as tax-exempt charitable
organizations under Code section 501(c)(3). In particular, the bill
would amend the Code specifically to require that, in order for the
Frovision of health care services to constitute a charitable activitg
or purposes of section 501(c)X3), the organization providing suc
services must periodically assesses the health care needs of its
community and develop a plan to meet those needs. In addition,
the bill would provide that an HMO seeking tax-exempt status
under section 501(c)(3) must furnish health care services to its
members at its own facilities through health care professionals who
do not provide substantial health care services other than on behalf
of such organization. These provisions would be effective January
1, 1995.

The bill further would provide that organizations which serve as
parent holding companies for hospitals or medical research organi-
zations constitute public charities rather than private foundations.
Finally, the bill would add the to-be-established regional alliances
to the list of tax-exempt organizations set forth in section 501(c).
These provisions would be effective on the date of enactment.
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The bill would also subject HMOs that are exempt under either
501(c)(3) or 501(c)4) to new rules defining “commercial-type” insur-
ance for purposes of section 501(m). In general, health insurance
provided by an HMO would be treated as commercial-type insur-
ance if it relates to care which is not 3rovided pursuant to a pre-
existing arrangement between the HMO and a health care provider
(other than emergency care provided to a member of such oz;lghaniz‘a-
tion at a location outside such-member’s area of residence). The bill
would identify four types of health insurance provided by an HMO
that would not be treated as commercial-type insurance and thus,
would not jeopardize the organization’s tax-exempt status. Such
non-commercial-type health insurance coverages generally would
address emergency situations and situations in which a health care
provider has a pre-existing relationship with an HMO whereby the
HMO exerts control over either the fee charged by the service pro-
vider or the member’s use of such provider’s services. These provi-
sions would be effective on the date of enactment. .

The bill also would redefine the scope of organizations treated as
taxable property and casualty insurance companies. Effective for
taxable years beginning after December 31, 1996, any organization
that is not tax-exempt, and whose primary and predominant busi-
ness activity during the taxable year falls in one of three cat-
egories, would be treated as a property and casualty insurance
company. The three categories of activities would be: (1) issuing ac-
cident and health insurance contracts or reinsuring accident and
health risks; (2) operating as an HMO; or (3) entering into arrange-
ments to provide or arrange for the provision of health care serv-
ices in exchange for fixed payments or premiums that do not vary
depending on the amount of health care services provided.

Finally, the bill would repeal two of the special rules provided
under Code section 833 to Blue Cross and Blue Shield organiza-
tions and other eligible organizations, and would provide transition
rules for organizations that become subject to section 833 after the
effective date. These provisions generally would be effective for tax-
able years beginning after December 31, 1996.

Tax treatment of long-term care services and insurance S

Long-term care services and insurance (secs. 7701 and 7702).—
The bill would provide that expenditures for qualified long-term
care services provided to an incapacitated individual are treated as
medical care for purposes of the itemized deduction for medical ex-
penses. The bill would provide that, for purposes of the Internal
Revenue Code: (1) a qualified long-term care insurance policy is
treated as an accident or health insurance contract; (2) any plan
of an employer that provides coverage under a qualified long-term
care insurance policy is treated as an accident or health insurance
contract (so that employer contributions for such a policy are ex-
cludable from income); (3) amounts (other than policy holder divi-
dends or premium refunds) received under such a contract or plan
with respect to qualified long-term care services are treated as
amounts received for personal injuries or sickness and as reim-
bursements for expenses actually incurred for (f:urposes of the med-
ical expense deduction (and thus, are excludable from gross in-
come); (4) amounts paid for a qualified long-term care insurance
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policy are treated as amounts paid for insurance for purposes of the
medical expense deduction, and (5) a qualified long-term care in-
surance policy is treated as a guaranteed renewable contract sub-
ject to the rules of Code section 816(e).

The provision relating to the deductibility of expenses for quali-
fied long-term care services would apply to taxable years beginning
after December 31, 1995. The other provisions of the bill relating
g(;) long-term care would apply to policies issued after December 31,

95.

. Accelerated death benefits under life insurance contracts (secs.
7703 and 7704).—Effective for taxable years beginning after De-
cember 31, 1993, the bill would provide an exclusion from gross in-
come for certain distributions (accelerated death benefits) received
by an individual under a life insurance contract if the insured
under the contract is terminally ill. For insurance company tax
purposes, the bill would provide that a qualified accelerated death
benefit rider to a life insurance contract is treated as life insurance
and that such a rider is treated as a qualified additional benefit.
The provision relating to the tax treatment of insurance companies
would apply to contracts issued after December 31, 1993.

Tax incentives for health services providers

Nonrefundable credit for certain primary health services provid-
ers (sec. 7801).—Under the bill, a physician who provides primary
health services in certain medically underserved areas would be el-
igible for a nonrefundable credit against Federal income taxes of
- $1,000 per month for up to 60 months. The provision would be ef-
fective for taxable years beginning after December 31, 1994.

Expensing of medical equipment (sec. 7802).—Under present law,
in lieu of taking depreciation, a taxpayer with a sufficiently small
amount of annual investment may elect to deduct up to $17,500 of
the cost of qualifying property placed in service for the taxable year
under Code section 179. The bill would increase the amount al-
lowed to be deducted under section 179 in a taxable year by the
lesser of (1) the cost of section 179 property which is health care
property placed in service during the year, or (2) $10,000. The pro-
{Lssi)on would apply to property placed in service after December 31,

4.

Miscellaneous provisions

Tax credit for personal assistance services (sec. 7901).—Effective
for taxable years beginning after December 31, 1995, the bill would
provide a nonrefundable tax credit for up to 50 percent of an em-
ployed individual’s personal assistance expenses up to $15,000.

Denial of tax-exempt status for borrowings of health-related enti-
ties (sec. 7902).—Under present law, interest on bonds issued to fi-
nance activities of State and local governments generally is tax ex-
empt. However, interest on private activity bonds is taxable unless
the bonds are issued for a purpose specifically identified in the In-
ternal Revenue Code. The bill would provide that regional and cor-
porate health alliances created pursuant to the bill would be treat-
ed as private businesses that are generally not eligible for tax-ex-
empt financing. Similarly, State guaranty funds established pursu-
ant to section 1204 of the bill would be treated as private business
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users and generally could not be funded with the proceeds of tax-
exempt bonds. This provision would be effective for obligations is-
sued after the date of enactment.

Disclosure of return information (sec. 7903).—The Internal Reve-
nue Code prohibits disclosure of tax returns and return informa-
tion, except to the extent specifically authorized by the Code. The
bill woul(}J ermit disclosure of certain tax return information to
an’y'Federaf or State agency providing assistance under the Health
Security Act for use in verifying eligibility for such assistance. The
provision would be effective on the date of enactment. '

Effective dates

The general effective date of the bill would be January 1, 1998

~(sec. 1006). The right to coverage under the guaranteed benefit
“package would be effective with respect to regional alliance cov-
erage when the State in which the individual resides becomes a
participating State. In the case of persons eligible to receive cov-
erage through a corporate alliance, the effective date of coverage
under the Act would be January 1, 1998. In the case of a State that
participates before the general effective date, transition rules would
apply with respect to employees who are covered by a plan of an
~employer that intends to form a corporate alliance. ‘

" The effective date of many of the provisions of the bill depend on
when a State becomes a participating State. In general, in order to
be a participating State, the State must gain approval of its health
care system by the Board and comply with the State obligations set
forth in the bill (e.g., establish regional alliances). The earliest a
State could become a participating State would be January 1, 1996.
States would be required to become participating States no later
than January 1, 1998. In order to become a participating State for
a year, a State would have to establish regional alliances no later
than March 1 of the previous year. Thus, for example, if a State
wanted to be a participating State on January 1,.1997, it would
have to establish regional alliances by March 1, 1996. (See secs.
1200-1202 and 1511.) . _

Some of the provisions of the bill have separate effective dates,
such as the provisions of Title VII, described above.




1. DESCRIPTION OF THE EMPLOYER MANDATE AND
RELATED PROVISIONS OF THE HEALTH SECURITY ACT

A. Premium Caps

1. Regional alliance health expenditures

In general, the bill would limit the initial premiums, as well as
subsequent yearly increases, charged by health plans that partici-
pate in regional alliances. The National Health Board (the “Board”)
would determine the limit through a process that begins with set-
ting a national baseline premium target. Based on that national
target, the Board would establish a separate target for each re-

_gional alliance that takes into account regional variations and de-
mographics. If plans in a regional alliance, on a weighted average
basis, charge premiums that exceed the alliance’s per capita target,
they would be subject to a premium reduction. The premium reduc-
tion would affect the amount of payments from employers and con-
sumers to the alliance, from an alliance to a noncomplying plan,
and from the noncomplying plan to its providers.

0?). )Computation of targets and accepted bids (secs. 6001~
6007

Board determination of national per capita baseline pre-
mium target

By January 1, 1995, the Board would be required to determine
a national per capita baseline premium target.12 In general, this
target would equal the current (i.e., 1993) cost of items included in
the comprehensive benefit package divided by the number of people
who would be eligible to participate in regional alliances (excluding
SSI or AFDC recipients).

For purposes of this calculation, payments made for items and
services included in the comprehensive benefit package in 1993
would not include the proportion of such payments attributable to
Medicare beneficiaries, AFDC or SSI recipients, expenditures paid
through workers’ compensation or automobile or other liability in-
surance, and other expenditures that the Board determines would
not be payable by regional alliance health plans. In addition, the
cost of the comprehensive benefit package would be decreased by
amounts which would be subject to cost sharing (i.e., out-of-pocket
costs paid by consumers) and any decrease in utilization of services
~estimated to occur as a result of higher cost sharing.13 Thus, for

12Under Section 5232 of the bill, there could be no administrative ox{,{udicial review of any
detex)-mination made by the Board with respect to Subtitle A of Title (regarding premium
caps).

13Under the bill, a health plan could offer consumers one of three alternative cost sharing
arrangements—lower cost sharing, hl;lgxher cost sharing, and combination cost sharing. Under
lower cost sharing, a plan enrollee would pay a nominal copayment (i.e., $10 for outpatient serv-
ices, $25 for hospital services and $20 for certain dental services, adjusted for inflation). Under

(18)
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example, the amount would not include the cost of supplemental
insurance policies, costs of long-term care (which would not be in-
cluded in the comprehensive benefit package), and out-of-pocket
costs paid by consumers to cover deductibles and co-insurance for
the comprehensive benefit package.

The cost of the comprehensive benefit package would be in-
creased to take into account increased utilization of or expenditures
for items and services under the package likely to be incurred b
individuals who, as of 1993, were uninsured or underinsured witl
respect to such benefits. In making this calculation, expenditures
would be based on the estimated average cost for such services in
1993, rather than on private payment rates; uncompensated care
would be disregarded. In addition, the cost of the comprehensive
benefit package would be increased by a percentage (not to exceed
15 ai)ercent) that reflects the proportion of premiums required for
health plan and regional alliance costs of administration and for
State premium taxes (to the extent attributable in 1993 to health
benefits included in the comprehensive benefits package). o

The Board would update the amount for 1994 and 1995 to take
into account private sector health care spending for items and serv-
ices included in the comprehensive benefit package (as of 1996).
The cumulative update could not exceed 15 percent.

Determination of alliance per capita premium targets =~

Initial target—By January 1, 1995, the Board also would be re-
quired to determine a per capita premium target for each regional
alliance for 1996. The target would equal the national per capita
baseline premium (determined as set forth above), adjusted by the
adjustment factor for the regional alliance, and updated by the re-
gional alliance inflation factor.

Adjustment factor.—After consultation with States and regional
alliances, the Board would establish an adjustment factor for each
regional alliance. This factor would take into account variations be-
tween the national average of factors used in comguting the na-
tional per capita baseline premium target and such factors for a
particular regional alliance, including variations in health care ex-
penditures, rates of uninsurance and underinsurance, and vari-
ations in the %roportionjof expenditures for services provided by
academic health centers. The Board would make this determination
based on information regarding variations in premiums ‘across
States and across alliance areas within a State, variations in per
capita health spending by States, variations across States in per
capita spending under the Medicare program and in such spending
among alliance areas within a State, and area rating factors com-
monly used by actuaries. , o

These adjustment factors would be atgplied by the Board for 1996
in a neutral manner so as to ensure that the weighted average of
all regional alliance per capita premium targets for 1996 equals the
national per capita baseline premium target.

a higher cost sharing arrangement, an enrollee would pay an annual deductible ($200 per indi-
vidual and $400 per family, subject to adjustment for inflation) and a coinsurance rate of 20
percent (a higher coinsurance rate would apply to certain services) up to the maximum out-of-
pocket limit of $1,500 (individual) and $3,000 (family). A combination cost sharing arr; t
would apply the lower cost sharing scheme to enrollees using preferred providers; tgm:r
cost sharing scheme would apply when enrollees use out-of-network providers.
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Inflation factor.—The Board would also compute and publish not
later than March 1 of each year (beginning in 1995) an inflation
factor for each regional alliance which would be based on a general
health care inflation factor. For years 1996 through 2000, the gen-
eral health care inflation factor would mean the percentage in-
crease in the CPI plus (1) 1.5 percentage points for 1996, (2) 1.0
percentage points for 1997, (3) .5 percentage points for 1998 and
(4) 0 percentage points for 1999 and 2000. The Board would rec-
ommend to Congress an appr(g)riate general health care inflation
factor for years after 2000. If Congress fails to specify the general
health care inflation factor for any year after 2000, the Board
would be authorized to compute a default factor—which would gen-
erally approximate nominal growth in per capita gross domestic
product (GDP)—in accordance with a predetermined formula set
forth in the bill.

The bill would allow a special adjustment to a regional alliance’s
inflation factor in the event of material changes in the demographic
characteristics of the population served by the alliance that arise
out of two specified occurrences. First, an adjustment would be al-
lowed for changes occasioned bg corporate alliances opting into a
regional alliance. Second, an adjustment would be allowed in the
event of disparity between changes in regional demographic charac-
teristics (including age, gender, and socio-economic status) and the
average change in such characteristics nationwide.

In addition, a regional alliance’s inflation factor would be re-
duced by a percentage (calculated as set forth in the bill) for two
succeeding years if the actual weighted average accepted bid for
the alliance exceeded the alliance’s per capita premium target for
any given year.14 As discussed below, an alliance’s weighted aver-
age accepted bid is based on projected enrollment; if more individ-
uals than anticipated enroll in high premium plans, then the ac-
tual weighted average accepted bid could exceed the regional alli-
ance’s per capita target. This would trigger the 2-year reduction in
the regional alliance’s inflation factor.15

Further, the bill would provide for a special adjustment to all re-
gional alliance inflation factors in the year 2001. At that time, re-
gional alliance inflation factors would be increased by a factor de-
termined by the Board to reflect the ratio of (1) the actuarial value
of the increase in benefits provided in that year under the com-
prehensive benefit package to (2) the actual value of the benefits
that would have been in such package in the year without regard
to the increase. A special rule would apply for purposes of calculat-
ing the actuarial value of the increase with respect to mental ill-
ness and substance abuse services. ’

In establishing the regional alliance inflation factors for each
year, the Board would be required to consult with representatives
of States and regional alliances.

14 Section 6001(aX2XC) of the bill incorrectly cross references section 6001(d) with respect to
adjustments for previous excess expenditures; the correct cross reference should be to section

3(e). '
15The 2-year reduction would appear not to apply if the J)remium caps were triggered. In
other words, if a regional alliance’s weighted average accepted bid exceeds its per capita target,
the premium caps will be triggered. The Board would compute a reduced weitghted average ac-
cepted bid and certal;r;dplans would be subject tgeglan payment reductions. If, based on actual
enrollment, the reduced weighted average accepted bid exceeds the per capita premium target,
the 2-year reduction would appear not to apply.
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Special rules—For purposes of establishing the regional alliance
per capita premium targets, if a State is not participating in the
bill’s health care program or has not established regional alliances,
};he entire State wotld be treated as composing a single regional al-
iance.

In addition, if a State changes the boundaries of its regional alli-
ances (or adds new regional alliances after 1996), the Board would
provide a method for computing the per capita premium target of
each regional alliance affected by the change. The method would be
required to reflect the factor§\t§élf§n into account in establishing the
initial adjustment factors (applied in 1996), and the weighted aver-
age of the newly computed per capita premium targets for regional
alliances affected by the change would equal the weighted average
of b|‘,lhehp:-1emiurxi targets for the regional alliances as previously es-
tablished. .

Targets revised annually

Not later than March 1 of each year after 1995, the Board would
determine a revised per capita premium tar%:at for each regional al-
liance for the succeeding year by updating the prior year’s per cap-
ita target by the regional alliance inflation factor for the year. -

Alliance initial bidding and negotiation process

Under the bill, by July 1 of the first year of a State’s participa-
tion in the bill’s health care program and by August 1 of each year
thereafter, regional alliances would be required to obtain premium -
bids from each plan seeking to participate as a regional alliance
health plan in the following year. In obtaining such bids, a regional
alliance could, but would not be required to, disclose its per capita
premium target for the year involved. - st

Each bid would have to be legally binding with respect to the
plan involved and would be conditioned upon the plan’s agreement
to accept any payment reduction imposed under section 6011 of bill
to enforce the premium targets (described below). , :

Following submission of bids, a State could negotiate with health
plans with respect to the premiums to be charged by such plans.
The Board would be required to provide regional alliances with in-
formation and technical assistance to assist alliances in the bidding
process. As a result of such negotiations, a plan may resubmit a
bid, but any subsequent bids could not be higher than the prior bid.

By September 1 of each year, each regional alliance would be re-
quired to submit to the Board a report containing information re-
garding the final accepted bids submitted by the different plans
and any limitations on the capacity of the plans. In addition, for
the first year of participation, the report must contain any informa-
tion requested by the Board concerning an estimation of the likely
enrollment in each plan. For succeeding years, the report must set
forth the actual distribution of enrollment of alliance eligible indi-
viduals in regional alliance health plans.16 , ,

Following receigt of the reports, the Board would determine an
average accepted bid for each regional alliance (weighted by enroll-

16The Board would be required to establish special rules regarding the treatment of enroll-
ment in newly-offered or dli’&ntiuued plans. pect . g h
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ment), taking into account the information on accepted bids and
enrollment distribution. By October 1 of each year, the Board
would notify a regional alliance if the premium caps were triggered
because its weighted average accepted bid exceeded its per capita
premium target. In this event, the Board would notify the alliance
of the reduced weighted average accepted bid, and would notify the
alliance and each noncomplying plan of any plan payment reduc-
tion (computed under section 6011 and described further below).

State financial incentives

Under the bill, participating States may elect to assume respon-
sibility for containment of health care expenditures. This respon-
sibility would include submitting annual reports to the Board on
cost containment activities undertaken. In exercising this respon-
sibility, a participating State could regulate rates charged by pro-
viders of health care items and services to private payers. However,
such regulation must not result in differential treatment of cor-
porate alliance health plans and other health plans.

The bill would provide a financial incentive for States to elect to
assume such cost containment responsibility. With respect to an
electing State, if the statewide weighted average of the reduced
weighted average accepted bids is less than the statewide weighted
average of the regional alliance per capita premium targets for
such alliances for such year, then a percentage of such savings
would be made available to the State by reducing the State’s Med-
icaid maintenance of effort payment for the following year.

Recommendations to eliminate regional variations in alli-
ance targets due to variation in practice patterns; Con-
gressional consideration

In an effort to reduce regional variations in premium targets
over time, the bill would require the chair of the Board to establish
an advisory commission on regional variations in health expendi-
tures. The advisory commission would be composed of consumers,
employers, providers, representatives of health plans, States, re-
gional alliances, individuals with expertise in the financing of
health care, individuals with expertise in the economics of health
care, and representatives of diverse geographic areas.

In general, the advisory commission would provide the Board,
States, and regional alliances with information regarding regional
differences in health care costs and practice patterns, In addition,
the bill would identify two specific issues for the advisory commis-
sion to study. First, the advisory commission would examine meth-
ods of eliminating, by 2002, variations in regional alliance per cap-
ita premium targets due to variation in practice patterns (but not
due to other factors, such as health care input prices or demo-
graphics). In addition, the advisory commission would examine
methods of reducing, by 2002, variation among States in the level
of payments for AFDC and SSI recipients and for Medicaid mainte-
nance of effort payments. The advisory commission would be re-
quired to submit to the Board a report specifying one or more
methods for eliminating and reducing these variations.

Not later than July 1, 1995, the Board would be required to sub-
mit to Congress detailed recommendations regarding the specific
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method to be used to eliminate the variations in regional alliance
per capita premium targets due to variation in practice patterns
and to reduce the variation in State payments for cash assistance
recipients and for maintenance of effort, in a manner that is budget
neutral with respect both to total government payments and pay-
ments by the Federal Government. In making reduction rec-
ommendations, the Board would take into account the fiscal capac-
ity of the States. © : , N

The detailed recommendations submitted by the Board would
apply unless Congress enacts a joint resolution disapproving such
recommendations within 60 days after such recommendations are
submitted. The bill would contain specific requirements regarding
the timing, form, and method of consideration applicable to such
joint resolutions.

b. Plan and provider payméﬁt réductions_ tq,,,m_aigtaip ex-
penditures within targets (secs. 6011-6012) ‘

Plan payment reduction

If a regional alliance’s weighted average accepted bid exceeds its
per capita premium target for the year, the alliance would be con-
sidered a “noncomplying alliance” and the premium caps would be
triggered, resulting in premium reductions for certain plans in the
alliance. If, on the other hand, a regional alliance’s weighted aver-
age accepted bid does not exceed the applicable per capita premium
target, no premium caps would be triggered. Thus, in a complying
alliance, no plans would be subject to premium reductions, even
those plans that charge premiums in excess of the per capita tar-
get.17 , : ' ; e

Health plans_ offered through noncomplying alliances would be
subject to premium reductions if the final accepted bid for the year
exceeds the maximum complying bid for the year. For the first year
of participation, the maximum complying bid for each plan offered
by a regional alliance would be the regional alliance per capita pre-
mium target for the year. Accordingly, the premiums for all plans
in a regional alliance that is a noncomplying alliance in its first
year would be capped at the alliance’s per capita premium target.
Plans could charge lower premiums, but none could charge pre-
miums in excess of the target. -

The premium caps would operate somewhat differently in subse-
quent years. After the first year, the maximum complying bid for
any plan in a noncomplying alliance would be the sum of (1) the
accepted bid for the previous year, minus the amount of any plan
payment reduction for the plan for that year (discussed below) and
(2) the amount by which the regional alliance’s per capita premium
target for the year exceeds either the previous year’s target or, if
less, the previous year’s weighted average accepted bid.

For new plans, the maximum complying bid would be the re-
gional alliance per capita premium target for the year, subject to
the ability of the Board to establish special rules to prevent abusive

17This could occur because the per capita premium t would be compared to a weighted

average of premiums charged by all plans in a regional alliance. Thus, certain plans could

premiums in excess of the per capita target, so long as, on a weighted basis, the average
premium for all plans did not exceed the target. )
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pfz:erflium practices and encourage the availability of a wide range
of plans.

To ensure that payments to regional alliance health plans by a
regional alliance conform to the regional alliance’s per capita tar-
get, each noncomplying plan for a year would be subject to a plan
payment reduction. In general, a noncomplying plan’s bid would be
reduced by its proportionate share of the amount by which the
weighted average bid for the regional alliance exceeds the regional
alliance’s per capita target. The bill would set forth a formula for
determining the exact amount of the plan payment reduction appli-
cable to each noncomplying plan.

Thus, in establishing premiums for any year (including the first
year), plans would have to consider the potential impact of the ap-
plication of premium caps in the following year; such caps could act
to exacerbate a pricing differential.

Example: For example, assume that Plan A bids $1,000 in
year 1, Plan B bids $1,500, and Plan C bids $2,000, and
that anticipated enrollment is evenly distributed amon
the three plans. The weighted average accepted bid woul
be $1,500. Assume further that the regional alliance’s per
capita premium target is $1,500. In year one, the regional
alliance would be a complying alliance and no premium
caps would be triggered.

In year two, assume that the regional alliance’s pre-
mium target has increased by five percent, to $1,575. Plan
A bids $1,500, Plan B bids $1,750, and Plan C bids $2,075;
enrollment remains evenly distributed among the three
glans. The weighted average accepted bid would be $1,775;

ecause this exceeds the premium target, the premium
caps would be triggered. Each plan’s maximum allowed bid
would be its prior year’s bid plus the increase in the alli-
ance’s target. Thus, Plan A’s maximum allowed bid would
be $1,075, Plan B’s would be $1,575, and Plan C’s would
be $2,075. Plan A would have an excess bid (plan bid
minus maximum allowed bid) of $425 and Plan B of $175;
Plan C would not have an excess bid. The average of the
excess bids would be $200 ($425+$175+0/3). The reduction
percentage would be 100 percent (weighted average accept-
ed bid minus alliance premium target divided by average
of excess bids ($1,775-$1,575/$200)). Thus, Plan A’s pay-
ment reduction (excess bid multiplied by the reduction per-
centage) would be $425; Plan B’s would be $175; and Plan
C’s would be 0. Accordingly, the final payments to the
plans after the application of the premium caps would be
as follows: Plan A, $1,075; Plan B, $1,575; and Plan C,
$2.075. The weighted average of the final plan payments,
$1575, equals the alliance’s per capita premium target.
Thus, although Plan A’s initial bid of $1,500 was below the
premium target of $1,575, Plan A would be subject to a
premium reduction because its bid increased more that did
the alliance’s per capita target. Although Plan C’s bid ex-
ceeded the per capita premium target for the second year,
it would not be subject to reduction because it did not in-
crease by more than did the alliance’s per capita target.

L ]
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A noncomplying plan would have an opportunity voluntarily to
reduce its accepted bid to avoid a mandatory plan payment reduc-
tion. This reduction could take place after the Board notifies the re-
alliance and specifies the amount of the requisite plan payment re-
duction. If a noncomplying plan voluntarily reduces its bid, the re-
duced bid would be reflected on the list of plan premiums pre-
sented to potential enrollees. If the premium caps were triggered
in the subsequent year, the plan’s premium increase would be
based on its reducedbid. =~ . -

If a noncomplying plan does not voluntarily reduce its bid, it
would receive a reduced payment from the regional alliance, as set
forth above. In addition, the premium amount presented to poten-
tial enrollees is the higher, unreduced, amount; thus, the plan may
suffer a competitive disadvantage vis a vis other plans. Enrollees
would pay unreduced premiums, and the excess amount would be

gional alliance (by October 1 of each year) that it is a noncomplying

returned to all families in the alliance in the form of an “excess

premium credit.” As in the case of voluntary reduction, if premium
caps were triggered in the subsequent year, the plan’s premium in-
crease would be based on the reduced premium. Finally, as de-
scribed below, payments to providers would be reduced by a speci-
fied percentage. ‘ :

Provider payment reduction ‘ e

Each regional alliance health plan would be required, as part of
its contract with any participating provider, to include a provision
specifying that, if the plan is a noncomplying plan for a year, pay-
ments to the provider would be reduced by a specified percentage
(the “applicable network reduction percentage”). Similarly, no con-
tract could include a provision which the State determines varies
the payments to a provider because of, or in relation to, a plan pay-
ment reduction or is otherwise intended to subvert the provider
payment reduction requirement.

The “applicable network reduction percentage” would be the plan
payment reduction amount for the plan for the year divided by the
final accepted bid for the plan for the year. The reduction percent-
age would be increased to take into account any estimated increase
in volume reasonably anticipated as a consequence ‘of applying a
payment reduction. Similar rules would apply with respect to alli-
ance.(lixealth plan contracts with providers other than participating
providers. :

Finally, amounts paid by individual consumers (i.e., balance bill-
ing and cost sharing) would be based on the reduced provider pay-
ments by noncomplying plans, as determined under this section.

2. Cé)(;'z[;;rate alliance health expenditures (secs. 6021 and

Calculation of premium equivalents (sec. 6021)

The bill would impose caps on corporate alliance expenditures
similar to the c:{)s applicable to regional alliances. For purposes of
measuring the allowable increase in the health care costs of a cor-
porate alliance, the bill would require the National Health Board
to develop by January 1, 1998, a methodology for calculating an an-
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nual per capita expenditure equivalent for amounts. paid for cov-
erage for the comprehensive benefit package within a corporate al-
liance. Corporate alliances would be permitted to petition the Sec-
retary of Labor for an adjustment of the inflation adjustment that
would otherwise apply to compensate for material changes in the
demographic characteristics of the individuals receiving coverage
through the alliance. Beginning in 2001, each corporate alliance
would be required to report to the Secretary of Labor the average
of the annual per capita expenditure equivalent for the previous 3-
year period. Such report would be made in the form and manner
specified by the Secretary of Labor.

Termination of corporate alliance for excess increase in ex-
penditures (sec. 6022)

Under the bill, if a corporate alliance has two excess years in a
3-year period, then, beginning with the second year following the
second excess year in such period, the Secretary of Labor would
terminate the corporate alliance and large employers that were cor-
porate alliance employers with respect to such corporate alliance
would become regional alliance employers.18 In the case of a cor-
porate alliance sponsored by a multiemployer plan or a rural elec-
tric or rural telephone cooperative association, the employers of a
terminated corporate alliance could become corporate alliance em-
ployers with respect to another such corporate alliance. No em-
ployer that was a corporate alliance employer with respect to a ter-
minated corporate alliance could ever be eligible to sponsor a cor-
porate alliance. This provision would first apply to the 3-year pe-
riod beginning with 1998, -

The term “excess year” would mean a year after 2000 for which
the rate of increase for the corporate alliance for the year exceeds
the national corporate inflation factor for the year. The rate of in-
crease for a corporate alliance for a year would be the percentage
by which the average of the annual per capita expenditure equiva-
lent for the corporate alliance for the 3-year period ending with
such year exceeds the average of the annual per capita expenditure
equivalent for the corporate alliance for the 3-year period ending
with the previous year. The national corporate inflation factor for
a year would be the average of the general health care inflation
factors (as defined in sec. 6001(a)(8) of the bill) for each of the three
years ending with such year.

Comment: There appears to be an inconsistency in the bill
regarding the definition of the term “excess year”. Section

6022(a)2) provides that the provisions regarding termi-

_nation of a corporate alliance for excess years first applies
to the 3-year period beginning with 1998. This would ap-
pear to mean that the first year an alliance could be termi-
nated under the provision would be 2001. This would occur

~ if 1998 and 1999 were excess years because 2001 would be
the second year following the second excess year.

— .
18 As described below in Part ILB., the payroll cap on premiums would be phased in for such
empioyers and the premiums of such employers would also be subject to the excess risk adjust-
ment.

L2
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" However, section 6022(b)(1) defines an excess year to
mean a year after 2000. Under this section, the first year -
a corporate alliance could be terminated would be 2004.
This would occur if 2001 and 2002 were excess years. =

It is unclear what is intended. If 1998, 1999, and 2000
are intended to count as excess years, then the definition
of excess year may require modification.

3. Treatment of single-payer States (sec. 6031)

In general

Under the bill and subject to the approval of the National Health
Board, each State would be permitted to establish a single-payer
system in lieu of establishing a system of regional alliances. States
would be permitted to establish single-payer systems on a State-
wide basis or alliance-specific basis.1® Under the bill, States which
establish single-payer systems on a State-wide basis would be re-
ferred to as single-payer States. o B

Requirements for State-wide single-payer systems '

Under the bill, the National Health Board would be required to
approve the application of a State to operate a State-wide single-
payer system if it finds that the system would meet the general re-
quirements for single-payer systems set forth in section 1222 of the
bill and the State meets special rules for State-wide single-payer
systems set forth in section 1223 of the bill. T

General requirements

Under the bill, all single-payer systems would be established
under State law and would be operated by the State or a des-
ignated agency of the State. State law would provide for mecha-
nisms to enforce the requirements of the system. All single-payer
systems could require the mandatory enroliment of all individuals
residing in the State (or in the case of an: alliance-specific single-
payer system, in the alliance area) and provide for the optional en-
rollment of Medicare-eligible individuals (subject to the approval of
the Secretary of Health and Human Services) and corporate alli-
ance-eligible individuals but could not require the enrollment of
veterans, active duty personnel or Indians. All single-payer systems
would require States to make “all payments to providers who fur-
nish items and services included in the comprehensive benefit
package and assume all financial risk with respect to such pay-
ments unless the State and providers agree otherwise. All single-
payer systems would provide the items and services included in the
comprehensive benefit package and impose cost-sharing require-
ments no greater than those imposed by regional alliance health
plans. All single-payer systems would establish cost-containment
procedures (satisfactory to the National Health Board) which would
(1) compute and effectively monitor the amount of per capita ex-

19 Under the bill, States with more than one alliance area could operate a sh?le-payer system
in one alliance area but not the other alliance areas. ‘Single-payer systems offered in a single
alliance in a State would be required to meet the general requirements for single-payer systems
set forth in section 1222 of the bill and the requirements for alliance-specific single-payer sys-
tems set forth in section 1224 of the bill. A

75-969 O - 94 — 2
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penditures incurred for the provision of items and services included
in the comprehensive benefit package each year, (2) ensure that
such per capita expenditures would not exceed the per capita pre-
mium targets that would have applied if the State had established
an alliance system, and (3) impose automatic, mandatory, non-
discretionary reductions in payments to health providers as nec-
essary to contain such per capita expenditures within the single-
payer system’s per capita premium target. Finally, all single-payer
systems would meet the requirements applicable to health plans
under the bill (secs. 1401-1414), except that systems would not be
subject to restrictions on the marketing of plan materials (sec.
1404(a)) or the health plan solvency requirements (sec. 1408), nor
could systems limit the enrollment of eligible individuals on the
basis of plan capacity limits (sec. 1402(a)(2)).

Special rules for single-payer States

Under the bill, a single-payer State would operate the system
throughout the State: through a single alliance. A single-payer
State would meet the requirements applicable to all States under
the bill (secs. 1201-1205), except that the State would not be sub-
Jject to the requirements relating to (1) the establishment of re-
gional alliances (sec. 1202); (2) health plans (sec. 1203), other than
the requirement relating to the coordination of health coverage
with workers’ compensation and automobile liability insurance (sec.
1203(f)); and (3) the financial solvency of health plans in the State
(sec. 1204). Single-payer States could choose any method to finance
a State-wide single-payer system, except that the State would be
required to finance the system, at least partially through a payroll-
based system under which employers would pay at least the
amount they would pay under an alliance-based system. In addi-
tion, the following requirements would apply to single-payer States
in the same manner such requirements would apply to regional al-
liances under the bill: (1) enrollment rules and procedures (sec.
1323); (2) the rules and administrative procedures relating to the
reduction in cost-sharing payments for low-income families (sec.
1371); (3) the quality management and improvement, health infor-
mation systems, privacy of information and administrative sim-
plification provisions in the bill (Subtitles A and B of Title V); and
(4) non-discrimination rules and the requirement that alliances co-
ordinate their enrollment and disenrollment activities with each
other (sec. 1328).

Per capita premium targets for single-payer States

The provision would direct the National Health Board to compute
a State-wide per capita premium target for each year for State-
wide single-payer systems in the same manner that it would com-
pute the per capita premium targets for regional alliances. The Na-
tional Health Board would be required to determine a per capita
premium target for 1996 for each State-wide single-payer system
‘no later than January 1, 1995. The manner in which the bill would
require the National Health Board to determine per capita pre-
mium targets for regional alliances is described in Part IL.A.1 of
this pamphlet.
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4. Transition provisions—monitoring prices and expendi-
tures (sec. 6041)

The bill would require the Secretary of Health and Human Serv-
ices (the Secretary) to establish a program to monitor health care

prices and expenditures in the United States. Under the program,

the Secretary would report to the President and issue reports to
the public on a periodic basis regarding (1) the rate of increase in
expenditures in each sector of the health care system and (2) how

such rates compare with the rate of increase in health care spend-

ing overall and the rate of increase in the consumer price index.

In addition, the provision would direct the Secretary to obtain in-
formation on prices and expenditures for health care services
through surveys or other means and would give the Secretary the
authority to compel health care providers and third party payers
to disclose such information as is necessary to carry out the mon-

itoring program. Finally, the provision would provide that non-pub-

lic information obtained by the Secretary with respect to individual
patients would be confidential.

B. Premium-Related I_"‘_in‘anci‘n‘g_s‘t

1. Employer premium payments for regional alliance em—
ployers (secs. 6121-6126) '

a. In general

Employers would be required to make monthly premium pay-
ments for each employee who is employed by the employer for at
least 40 hours in a given month. The premium amount would be
based on two factors: (1) the regional alliance area in which the
employee resides; and, (2) the class of enrollment of the employee
(i.e., individual, couple-only, single parent, or dual parent). The
amount of employer premium would be uniform for all persons re-
siding in a given alliance area and in a particular class of enroll-
ment. (For purposes of calculating the employer premium, the
health plan actually selected by an employee would not be consid-
ered.) If an employee were employed for at least 40 hours (but less
than 120 hours) in a given month, the amount of employer pre-
mium would be reduced proportionately.

b. Base employment premiums (sec. 6122)

In general

Each year, each regional alliance would compute the base em-
ployment premiums applicable to all residents of the alliance area
for the year. Three base employment premium amounts would be
calculated by each regional alliance: one applicable to individuals,
one applicable to couples with no children, and a third applicable
to all families with children (whether single parent or dual parent
families). o A T

The first step in calculating base employment premiums would
be to calculate the “credit-adjusted weighted average premium” for
each class of enrollment. The credit-adjusted weighted average pre-
mium would be determined by calculating the weighted average
premium for the class, then reducing it to reflect any “excess risk”

payments made by large employers to the regional alliance. (These
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“excess risk” payments are discussed in more detail in Part IL
B.1l.e., below.)
The weighted average premium for a class of enrollment would

health plans offered by the regional alliance, weighted to reflect the
anticipated relative enrollment of each plan.

Example: Assume that a regional alliance were to offer two
different health plans, and that the premiums for the indi-
vidual class were $1,500 for Plan A, and $2,000 for Plan
B. If the regional alliance anticipated that two-thirds of
the individuals in the alliance would choose Plan A, and
one-third would choose Plan B, the weighted average pre-
mium for the individual class would be (66.6% x 1,000) +
(33.3% x $2,000) = $1,666.

The weighted average premium would then be reduced to reflect
any “excess risk” payments made to the regional alliance by large
employers who provide coverage through the regional alliance
(rather than through a corporate alliance). The resulting amount
would be the “credit-adjusted weighted average premium”.

Part-time employment

Under the bill, part-time employees would be viewed in terms of
their “full-time equivalence”. An employee employed by an em-
ployer for at least 120 hours in a month would be considered a full-
time employee. An employee employed by an employer for less than
40 hours in a month would be disregarded. An employee who is
employed by an employer for at least 40 hours, but less than 120
hours, in a given month would be considered a part-time employee.
For part-time employees, the bill sets forth a formula for calculat-
ing the “full-time equivalent” of the employee’s employment, by
comparing the number of hours the employee worked in a month
to 120 hours. For example, an employee who worked 60 hours in
a month would be a half-time employee, and any amounts in the
bill which are described in terms of full-time employment would be
reduced by one-half,

Comment: The bill does not specify a method for computing
hours of employment, but instead delegates this respon-
sibility to the Board. In determining the method to be
used, the Board would be required to take into account
rules used under the Fair Labor Standards Act. (See sec.
1901(bX8) of the bill.) Thus, for example, it is not clear
what rules would apply in the case of workers not com-
pensated on an hourly basis.

Individual class of enrollment

For individuals, the base employment monthly premium would
be equal to 1/12 of 80 percent of the credit-adjusted weighted aver-
age premium for the individual class of enrollment,

. Example: Assume that the credit-adjusted weighted aver-
age premium for all plans in a regional alliance for the in-
dividual class were g2,000. The annual base employment
premium for a full-time employee in the individual class
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would be 80 percent of $2,000, or $1,600. In other words,
each employer of a full-time employee in the individual
class would pay an annual premium of $1,600.

Couple-only class of enrollment

For a “couple-only” family (i.e., a married couple with no chil-
dren), the base employment premium would be calculated as fol-
lows. First, the credit-adjusted weighted average prémium for the
couple-only class of employment would be computed (as described
above). This amount then would be multiplied by the number of
couple-only families receiving coverage through health plans of-
fered by the regional alliance, in order to determine the total pre-

miums for all couple-only families in the regional alliance.20 This

total amount of couple-only premiums then would be divided by the

number of employer premium payments being made for workers in

the alliance with couple-only enrollment, in order to determine the
amount of employment premium per wage earner. Every employer
of a full-time employee in the couple-only class would pay a month-
ly premium equal to 1/12 of 80 percent of this calculated premium

per wage earner.

Example: Assume that the credit-adjusted weighted aver-
age premium for all plans in a regional alliance for the
couple-only class is $3,000. Assume further that there are
1,000 couple-only families covered by health plans in the
regional alliance, 500 of whom have one spouse employed
on a full-time basis and one spouse who does not work at
all, and 500 of whom have both spouses employed on a
full-time basis. (In other words, there are 1,500 full-time
equivalent workers in the couple-only class.) The calcula-
tion would be as follows: $3,000 x 1,000/1,500 = $2,000
premium per wage earner. Every employer of a full-time
worker in the couple-only class would pay 80 percent of
this premium amount, or $1,600 per year. Thus, the em-
ployers of a couple-only family in which both spouses have
full-time jobs would together pay $3,200 in premiums for
that family. (Each spouse’s employer would pay $1,600.)
For a couple-only family in which one spouse is employed
on a full-time basis, and the other spouse is not employed,
employer payments for that family would be only $1,600.21

Comment: As the above example shows, under the struc-
ture of the bill, two-worker families would be partially sub-
sidizing the premiums for single-worker families. (For a
more detailed discussion on the economics of these s-
subsidies, see Part IV.C.3.c., below.) T ————

20In making this computation, certain families would not be considered; families who are re-
cipients of Supplemental Security Income (SSI) or Aid to Families with Dependent Children
(AFDC), families in which one spouse is a Medicare-eligible individual, or families enrolled in
health plans other than regional alliance health plans. o o e

21As explained more fully in Part II.B.4. (describing the family share of premiums), the family
share of premium due for any family having at least one full-time equivalent worker will be
theb:ame whether the family contains one full-time worker, two full-time workers, or something
in between. e g
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Single parent and dual parent classes of enrollment

For single parent and dual parent families, one base employment
premium would be calculated by the regional alliance to apply to
both classes, using methodology similar to that described above for
couple-only families. First, the credit-adjusted weighted average
premium for the single parent class of employment would be com-
puted (as described above). This amount then would be multiplied
by the number of single parent families receiving coverage through
 health plans offered by the regional alliance, in order to determine
the total premiums for all single parent families in the regional al-
liance. The same procedure would be used to calculate the pre-
miums for all dual parent families in the regional alliance.22 The
total amount of premiums for single parent families and the total
amount of premiums for dual parent families would then be added
together to get the total premiums for both classes. This sum then
would be divided by the number of full-time equivalent workers
with either single parent or dual parent enrollment, in order to de-
termine the amount of employment premium per wage earner.
Every employer of a full-time employee in the single parent or dual
parent class of enrollment would pay a monthly premium equal to
1/12 of 80 percent of this calculated premium per wage earner.

Example: Assume that the credit-adjusted weighted aver-
age premium for all plans in a regional alliance for the sin-

le parent class is $3,500, and for the dual parent class is

4,000. Assume further that there are 1,000 single parent
families and 1,000 dual parent families covered by health
plans in the regional alliance. Of the 1,000 dual parent
families, assume that 500 have one spouse employed on a
full-time basis and one spouse who does not work at all,
and that the other 500 have both spouses employed on a
full-time basis. Further assume that all of the single par-
ents are employed on a full-time basis. In other words,
there are 2,500 full-time workers in the single parent and
dual parent classes. The calculation would be as follows:
(($3,500 x 1,000) + ($4,000 x 1,000))/2,500 = $3,000 pre-
mium per wage earner. Every employer of a full-time
worker in the single parent class or the dual parent class
would pay 80 percent of this premium amount, or $2,400
per year. Thus, the employers of a dual parent family in
which both spouses have full-time jobs would together pay
$4,800 in premiums for that family. (Each spouse’s em-
ployer would pay $2,400.) For a single parent family, or for
a dual parent family in which one spouse is employed on
a full-time basis, and the other spouse is not employed,
employer payments for that family would be only $2,400.23

22 Again, in making these computations, families who are recipients of SSI or AFDC, families
in which one spouse is a Medicare-eligible individual, or families enrolled in health plans other
than regional alliance health plans, would not be considered.

23Each family in a given class of enrollment enrolled in a given health plan, as long as the
family contains at least one full-time equivalent worker, would pay the same family share of
premium regardless of whether the family contains one full-time worker, two full-time workers,
or something in between.
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Comment: Again, this example shows that two-worker fam-
ilies would be partially subsidizing the premiums for sin-
gle-worker families. "~ . e

Correction of estimation errors

The base employment monthly premiilihé tobeuse i
calendar year would be calculated by each regional alliance no late
than December 1 of the preceding year (or such other date as the

Board may specify). If the total of base employment premiums ac-

tually received by an alliance during a year is not the same as the

amount estimated by the alliance for the year, and the difference
is due to an incorrect estimate of the ayerage number of premium
payments per family, the alliance would be required to make an
adjustment in the second succeeding year. In the sec i
year, the alliance would adjust its estimate of the a
of premium payments per family so as to result in 2
increase or decrease to the total receipts of the allianc
ond succeeding year. However, if the incorrect estima
a surplus of funds to the alliance, a “reasonable am
specified by the Secretary of Health and Human Se
held in a contingency fund established by the alliance and used °
fund any future shortfalls resulting from such estimation discrep-
ancies in the future (sec. 1361(b)}(3)). ’ ' m—

c. Premium payment required of each emplbyef (sec. 6121)

Each employer would be required to make premium payments to
the regional alliances in which its employees reside on the first of
each month, based on employment in the previous month. The
amount due would be determined by taking the number of ‘full-

time equivalent” employees employed by the employer in a given

class of enrollment who resided in a given regional alliance areain

the previous month, and multiplying it by the applicable base em-
ployment premium for that class of enroliment for that alliance for -
the previous month. Similar c: ions made for each
class of enrollment and for each regional alliance in which the em-
ployer’s employees reside. The employer would pay fo each regional
alliance the sum of the payment amounts computed for each class

of enrollment with respect to the employees residing in that alli-
ance area. : : :

Comment: Note that these regional alliance payments
would be paid by an employer for all employees residing
in an alliance area, regardless of whether or not the em-
ployee is actually covered by a regional alliance health

- plan. For example, suppose a family contains two working ’
adults—the wife is_eligible for regional alliance coverage -
through her employer, whereas the husband is eligible for
corporate alliance coverage through his employer. If the
family chooses to enroll in a corporate ‘alliance health plan,
the wife’s employer still would be required to
ments to the regional alliance in which she
respect to her employment. The regional alliance, ]
would forward those payments to the husband’s corporate
alliance (sec. 1346(f)). T




34

Comment: In computing the employer premiums due with
respect to any particular employee, it would be irrelevant
if the employee is also employed by other emfployers. Every
employer employing a qualif}),ring employee for at least 40
hours per month would be required to make employer pre-
mium payments based on the number of hours worked for
that employer. Thus, it would be possible for the total em-
ployer payments made with respect to one individual to ex-
ceed the base employment premium due for one full-time
worker. For example, if an individual works 120 hours in
a month for one employer, and 60 hours in the month for
another employer, tge two employers together would pay
one and one-half times the base employment premium for
that employee.

The bill provides default rules for calculating the employer pre-
miums due for employees who are not enrolled in any alliance
health plan. Such emp oyees would be deemed to be enrolled in the
dual parent class of enrollment for the alliance area in which the
individual resides. If the employee’s residence is not known, the
employee would be deemed to reside in the alliance area where the
employee principally is employed by the employer.

The bill also provides that “divided families” would not be di-
vided for purposes of calculating the amount of employer payment
due. (See discussion of divided families in Part I1.B.4.d.) For exam-
ple, assume that a couple has no children, and that the husband
is an Indian (qualifying for covera§e under the Indian Health Serv-
ice program), but his wife is not of Indian descent. For purposes of
applying the provisions of the Health Security Act, the family
would generally be split into two separate families (an individual
enrolled in a regional alliance, and an individual enrolled in an In-
dian program). However, for purposes of calculating the employer
payments due to a regional alliance with respect to the wife’s em-
ployment, the family would be combined, and the calculations
would be based on couple-only enrollment. The regional alliance
would then make proportional payments to the health plans in
which the family members were actually enrolled (in this example,
to the wife’s regional alliance health plan and to the Indian Health
Service program).

d. Caps on employer premiums (sec. 6123)

For regional alliance employers, the required employer premium
payments for a given year would be capped at a set percentage of
the employer’s wages paid for that year. The percentage applicable
to a given employer would be basedy on the average number of em-
ployees employed by that employer and their average annual wage.
Federal, state, and local governmental employers would not be eli-
gible for the caps until 2002. Also, as described in the following sec-
tion, certain large employers that are eligible to form corporate alli-
ances, but instead participate in regional alliances, may only be eli-
gible for these caps on a phased-in basis,

An employer who employs an average of more than 75 full-time
equivalent employees would. be subject to a 7.9 percent cap. In
other words, the required amount of employer premiums under the
Act would be limited to 7.9 percent of the employer’s total payroll.



35

‘Small employers (those who employ an average of 75 or fewer full-
time equivalent employees) who paid an average annual wage of
$24,000 or less (per full-time equivalent employee) would be subject
to a cap of between 3.5 and 7.9 percent of their total payroll.

Comment: The bill does not specify the cap applicable to
small employers whose employees earn an average annual
wage of more than $24,000. Presumably, these employers
would also be subject to a cap of 7.9 percent.

The number of full-time equivalent employees and their average
annual wage would be calculated on an annual basis, based on the
average number of full-time equivalent employees employed in
each month during the year. o :

. Comment: The bill is unclear as to whether the employer
calculations of the number of employees and their annual
wages would be based on employment in the current year
or the prior year. In other words, it is not clear whether
the employer would determine its eligibility at the begin-
ning of each year, based on the prior year’s employment,
or, wait until the end of the year to determine whether it
had employed an average of 75 or fewer employees having
average annual wages of $24,000 or less, and thus was en-
titled to a refund of some portion of the premiums paid. In
the latter case, it is not clear whether the employer could
make estimated payments during the year, based on pro-
jected employment, then reconcile at the end of the year
if its projections were inaccurate. 1t is also unclear wheth-
er an employer who qualifies for the caps would reduce its
payments pro rata throughout the year, or would pay up
to the limiting amount, then make no further payments
during the year.

For purposes of calculating the number of employees and their
average annual wage, the bill provides that certain self-employ-
ment earnings2¢ would be deemed to be wages paid, and the indi-
viduals earning such amounts would be deemed to be employees of
the relevant entity. This rule would apply to any individual who is
a partner in a partnership, a two-percent shareholder of an S cor-
poration, or an individual who carries on a trade or business as a
sole proprietorship. S

An employer who claims that the caps apply would be required
to so notify the appropriate regional alliance(s) at the time of mak-
ing its payments. Such employers would also be required to make
information available to the alliances to allow them to audit the av-
erage number of employees, their average annual wage, and the
total wages paid by the employer to qualifying employees.

If an employer that qualifies for the caps makes payments to-
more than one regional alliance, the payments to each regional alli-
ance would be reduced proportionately.

24 Self-employment earnings for this purpose would be the same as those subjecttoself-em-
ployment taxes under section 1402 of the Internal Revenue Code, as modified by the bill.
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. €. Adjustments for large employers who participate in re-
gional alliances (sec. 6124)

In general

If a large employer eligible to form a corporate alliance 25 instead
participates in a regiona%1 alliance, two adjustments would be made
for the first seven years of regional alliance coverage 26 First, the
employer would only be eligible for the percent of payroll caps (de-
scribed above) on a phased-in basis, Second, the employer would be
required to make additional premium payments to tﬁe regional alli-
ance if the demographic risk of its employees were greater than the
demographic risk of the regional alliance participants as a whole.

f an employer was not initially eligible to form a corporate alli-
ance (for example, an employer who employed only 4,990 full-time
employees when the Act is first effective), but later becomes eligible
for corporate alliance coverage (in this example, by hiring more
than ten additional employees), the employer would not be subject
to these adjustments solely as a result of having grown in size. If,
however, such an employer were to form a corporate alliance which
was later terminated, these adjustments would apply as for any
other employer that terminates a corporate alliance once one has
been formed.

For employers that form a corporate alliance which is later ter-
minated, these adjustments would be made beginning in the first
year following termination. For employers who choose not to form
a corporate alliance initially, these adjustments would be made be-
ginning January 1, 1996, or the first year of the state program,
whichever is later.

Percentage of payroll cap

Large employers that participate in regional alliances (rather
than corporate “alliances) would only be eligible for the percent-of-
payroll cap (limiting the amount of required employer premiums to
7.9 percent of payroll) on a phased-in basis. For the first four years
of regional alliance coverage, no cap would apply to such employ-
ers. In the fifth year of regional alliance coverage, such employers
could reduce their premium payments by 25 percent of the amount
by which the required premiums exceed 7.9 percent of payroll. In
the sixth year, the premium payments would be reduced by 50 per-
cent of the excess, and in the seventh year, the required payments
would be reduced by 75 percent of the excess. In the eighth year
of regional alliance participation (and in all succeeding years),
these employers would receive the full benefit of the 7.9 percent
cap. :

Example: Assume that a firm has constant employment of
10,000 full-time equivalent employees at an average an-
nual wage of $20,000. The firm’s fotal payroll would thus
be $200 million per year. If this employer is eligible to
form a corporate alliance, but instead participates in a re-

25The bill generally provides that employers employing more than 5,000 full-time employees
in the United States are eligible to form corporate alliances.

26 There are two reasons why a large employer could be participating in a regional alliance:
(1) the employer could elect to do so; or (2) the corporate alliance formed by the employer could
be involuntarily terminated. : :

o
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gional alliance, the following would result. Assume that
the employer calculates its base employment premiums for
regional alliance coverage to be $20 million per year. In
this case, 7.9 percent of the firm’s payroll would be $15.8
million, thus the firm’s base employment premiums would
exceed 7.9 percent of payroll by 4.2 million.

For the first four years of regional alliance coverage, the
employer would be required to pay the full '$20 million
each year to the regional alliances in which its employees

_ reside. In the fifth year, however, the employer would be
entitled to a “discount” of 25 percent of the excess $4.2
million (i.e., $1.05 million). The employer would thus only
be required to pay premiums of $18.95 million in year 5.

_ In year 6, the required employer premium payments would
be $17.9 million; in year 7, they would be $16.85 million;
and in all subsequent years, they would be $15.8 million.
For the years in which the discounts apply, the employer’s
payments to all regional alliances in which its employees
reside would be reduced proportionally.

Excess risk payments

Large employers that participate in regional alliances may be re-
quired to make excess risk payments to the regional alliances for
the first seven years of regional alliance coverage. Such payments
would be required if the demographic risk of the employer’s em-
ployees residing in a particular regional alliance area exceeds the
average risk of all individuals eligible to participate in the regional
alliance. The bill specifies that demographic risk would be meas-
ured based on demographic characteristics including, but not lim-
ited to, age, gender and socio-economic status.2? '

The excess risk percentage for an employer for a particular re-
gional alliance would be the percentage by, which the demographic
risk of the employer’s employees living in the alliance area exceeds
the demographic risk of all individuals living in the alliance area,
in the year before the employer is first subject to making such pay-
ments. This percentage would be multiplied by the reduced weight-
ed average accepted bid for the alliance for the year (which is a per
capita amount) and the number of full-time employees employed by
the employer who lived in the alliance area in the year before the
employer was first subject to making these payments. The result-
ing amount, for each of the first four years of regional alliance cov-
erage, would equal the amount of excess risk payment due to the

regional alliance from the employer. In the fifth year of regional al-
liance coverage, the employer would be required to pay 75 percent .
of this calculated amount; in the sixth year, 50 percent; and in the
seventh year, 25 percent. No excess risk payments would be owed
in subsequent years. Note that ‘excess risk is separately computed
for each regional alliance in which the employer’s employees reside.

Thus, it would be possible for an employer to be required to make

27The bill provides that demographic risk would be measured in a manner épeciﬁed by the
Board. Each employer would be required to submit to the regional alliances any information re-
quired by the Board in order to determine demographic risk. ‘
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excess risk payments to certain regional alliances where its em-
ployees reside, but not others,

61f2.515&ddit:ional employer payments for bad debt losses (sec.

All employers would be required to make annual payments to the
regional alliances in which their employees reside to compensate
for the anticipated bad debt losses of the regional alliance. The per-
cent;of-payroll caps (discussed above) would not apply to such pay-
ments. .

For each year, each regional alliance would be required to esti-
mate the total amount of payments due the alliance which are not

(calculated by comparing prior years’ estimates of uncollectible
amounts to actual collections, and taking into account any interest
paid or received that is attributable to the prior over- or under-esti-
mate). The total estimated amount of uncollectible payments owed
the alliance would be divided by the average number of eligible in-
dividuals residing in the alliance during the year in order to deter-
mine a per capita shortfall amount, 28

The per capita shortfall amount would be converted into separate
amounts for each class of enrollment using the same formulas as
used to convert the average per capita bid amounts into base em-
ployment premiums (i.e., the per capita amount would be multi-
plied by the uniform per capita conversion factor and the premium
class factor, adjusted to reflect the number of premium payments
per family, then multiplied by 80 percent to get the employer

to make a greater shortfall .payment for an employee in the dual
parent class than in the couple-only class),

Comment: It should be noted that the amount of shortfall
payments received by a regional alliance based on this for-
mula may be less than the alliance’s total estimate of
uncollectible amounts. The reason for this is that the
shortfall payments are allocated to all individuals and em-
ployers who are responsible for making premium payments
to the regional alliance, and are not “grossed up” to reflect
that some of these individuals and employers would fail to
pay the basic premiums (and shortfall amounts) for which
they are restponsible. In other words, because some portion
of the shortfall payments would allocated back to the indi-

28For this purpose, individuals who have no family premium obligations under the Act would
" be disregarded (e.g., families including AFDC or SSI reci ients).

29The other 20 percent of the shortfall amount would paid by families in the regional alli-
ance (see Part ILB.4,j. for further discussion of the family share).
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viduals (or employers) who fail to pay even the basic pre-
miums owed, a portion of the shortfall payments would be
uncollectible as well. - '

g. “Employer” .paymenfs for self-employed individuals (sec.
6126) ‘ ' T k

Under the bill, a self-employed individual would be any person
who has earnings subject to self-employment taxes under section
1402(a) of the Internal Revenue Code (as modified by the bill). Self-
employed individuals would be required to make “employer” pre-
mium payments based upon their self-employment earnings. In cal-
culating the “employer” premium due, a self-employed individual
would be considered to be his or her own employer, and the total
amount of self-employment earnings would be treated as wages
paid. The required amount of employer premiums would be capped
as a percentage of “wages” paid, just as for any other small em-
ployer (see section 6123 of the bill, described above).30 If a self-em-
ployed individual has had any employer payments made with re-
spect to his or her employment (or self-employment earnings), the
amount of “employer” premiums due from the self-employed indi-~
vidual would be reduced by the total amount of such payments.
The bill would also provide an anti-abuse rule applicable to any in-
dividual who is both an employee and a substantial owner of a
closely-held business, to prevent individuals from avoiding payment
of the full amount owed through fraudulent or secondary employ-
ment arrangements.

2. Corporate alliance employer payments
a. Employer premium payment required (sec. 6131)

Each corporate alliance would determine its own weighted aver-
age premium. Premiums charged by a corporate alliance for health
care coverage under a plan could vary only by class of family en-
rollment and by premium area. Corporate alliances would be re-
quired to designate premium areas, which would be required to
reasonably reflect labor market areas or health care delivery areas
and be consistent with rules to be established by the Department
of Labor. ] o o

Each corporate alliance employer that, during any month, em-
ploys a qualifying employee who is enrolled in a corporate alliance
health plan offered by the alliance would be required to pay the
corporate employer premium for that month. In the case of a quali-
fying employee that is not enrolled in a corporate alliance health
plan offered by the alliance, the employer generally would make
premium payments in the same manner as if the employer were a
regional alliance employer. This provision would apply, for exam-
ple, in the case of part-time employees (who always receive cov-
erage under a regional alliance rather than a corporate alliance) or
a married employee who receives coverage through the alliance of
his or her spouse.

30 As described in that section, in certain circumstances (e.g., if an individual is a partner in
a partnershig), an individual’s self-emvgloyment earninfs would also be used to calculate the
caps applicable to the related entity. The calculation described here is a separate calculation
from that made for the entity. .
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The amount of the corporate employer premium for a month for
a class of family enrollment for a family residing in a premium
area would be 80 percent of the weighted average monthly pre-
mium of the corporate alliance health plans offered by the cor-
porate alliance for that class of enrollment for families residing in
that area.

In the case of self-insured plans, the premium for the plan would
be the actuarial equivalent of such premium determined based on
the methodology used by the National Health Board to determine
the annual per capita expenditure equivalent (under sec. 6021 of
the bill) applicable to corporate alliance health plans or a consist-
ent methodology. In addition, the premium for different classes of

to self-insured plans.
Corporate alliance employers would be required to pay an addi-
tional amount for certain low-wage employees. and their families

porate alliance health plan that is offered to the employee and that
is a lower or combination cost sharing plan exceeds (2) the amount
of the required corporate employer premium. In other words, a cor-
porate alliance employer would be required to contribute at least

Comment: The additional requirement for low-wage work-
ers should create an incentive for a corporate alliance em-
ployer to offer a corporate alliance health plan for which
95 percent of the premium is less than or equal to the oth-
erwise applicable required employer premium. By so doing,
the employer would minimize its contribution require-
ments under the bill. Thus, this provision may help ensure
that low-wage employees have a relatively affordable
health plan available to them.

A low-wage employee would mean an employee who is employed
on a full-time basis and who is receiving wages from the employer

tion after 1994). The determination of whether an employee is a
low-wage employee would be made at the time of initial enrollment
and at the time of each subsequent open enrollment period on the
basis of the wages payable by the employer at that time. Wages
would be defined the same as for social security tax purposes (sec.
3121 of the Code).
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b. Assessment gg;cqrporate alliance employers (sec. 7121
of the bill and new sec. 3461 of the Code) o

The bill would impose an assessment on corporate alliance em-
ployers in addition to t jeir premium obligations. The assessment
is intended to ensure that corporate alliance employers bear
of the cost of certain items that are expected to be reflected in the
premiums for regional alliance he alth plans, such as graduate med-
ical education, academic health centers, and the costs of providing
universal health care coverage. S S o

Corporate alliancessr

In general under the bill, employers with more than 5,000 full-
time employees (large employers), certain multiemployer plans,

-yural electric cooperatives, rural telephone cooperatives, and the

U.S. Postal Service could elect to provide health care coverage to
their employees through corporate alliances rather than thro h
regional alliances. The corporate alliance could provide insur
through self-insurance or through commercial insurance. 1he cor:
porate alliance would be responsible for providing the comprehen-
sive benefit package. " AR e L

U

Assessment on corporate alliance employers
Under the bill, every corporate alliance employer would be re-

~ quired to pay an assessment of 1 percent of the employer’s payroll

for each calendar year. Payroll would mean the sum of: (1) wages
(as defined for social security tax purposes, but ‘without regard to
the wage cap); (2) in the case of a sole proprietorship, the net earn-
ings from self employment of the proprietor attributable to the
trade or business; (3) in the case of a partnership, the aggre rate
of the net earnings from self employment of each artner which is.
attributable to such partnership; and (4) in the case of an S cor-
poration, the aggregate of the net earnings from self employment '
(as defined under the bill) of each shareholder which is attributable

g A

to such corporation for the taxable year of such corporation. The as-

sessment would be imposed on total payroll, and thus would be im-

posed with respect to all employees of the corporate alliance
ployer even if they do not- obtain health coverage through the

porate alliance. The assessment is in essence a 1 percent payroll

A corporate alliance employer would include any employer if any
individual is provided with health coverage through any corporate
alliance because the individual is employed by the employer. An
employer would include any person for whom an individual per-
forms services, of whatever nature, as an employee (as defined in

Code sec. 3401(c)). For purposes of the bill, any" individq»alﬂwho_ -

oams the entire interest in an unincorporated trade or busi
would be treated as the individt 1 €1 n i
partnership would be treated as the employer of each partner and
an S corporation would be treated as mployer of each share-
holder of the corporation. All persons tr yer
under section 1901 of the Health Security Act

a single employer for purposésof the ‘1-percent as:

The 1.percent assessment would not apply to an employer that
is a corporate alliance employer solely by reason of employees who

yiild be tre

31Corporate alliances are discussed in detail in Part ILA.2, above.

b

The cor-

dividual’s yqﬂn‘,employer.'Iﬁ”‘”,é‘ddivt'iﬁﬁ;wé R

a single employer '
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are provided with health coverage through a corporate alliance
sponsored by a multiemployer plan. In the case of an employer that
is a corporate alliance employer in part (but not solely) by reason
of such employees, the assessment on the employer would be deter-
mined without taking into account the payroll of such employees.

The 1-percent assessment would be deductible by the employer.
The assessment would be paid at the same time and in the same
manner as employment taxes. For purposes of the provisions relat-
ing to the filing of tax returns and information reports and other
rules relating to procedure and administration under subtitle F of
the Internal Revenue Code, the 1-percent assessment would be
treated as an employment tax.

Effective date

The provision would be generally effective on January 1, 1996.
Every employer eligible to elect to be an eligible sponsor of a cor-
porate alliance (other than an employer that is a corporate alliance
employer solely by reason of employees who are provided with
health coverage through a corporate alliance sponsored by a multi-
employer plan) would be treated as a corporate alliance employer
as of January 1, 1996, unless the employer irrevocably elects to
waive its rights ever to be treated as such a sponsor.

Comment: The effective date of the provision could be clari-
fied if it were modified to provide that every employer eli-
gible to elect to be an eligible sponsor as of some specified
date would be treated as a corporate alliance employer as
of January 1, 1996, unless it elects never to sponsor a cor-
porate alliance. As written, it is unclear what happens if
an employer is not eligible to form a corporate alliance on
January 1, 1996 (e.g., does not have enough employees to
be a large employer) but does become eligible at a later
time. '

3. EFployer Payments with respect to retiree health bene-
its '

The bill imposes two additional obligations on certain employers
(whether regional or corporate alliance employers) with respect to
retiree health benefits.

a. Employer retiree obligation (sec. 1608)

In general, under the bill, employers who, as of October 1, 1993,
were paying for a portion of the retiree health costs of qualifying
retired beneficiaries would be required to make payments to or on
behalf of such beneficiaries. This provision would impose a mainte-
nance—of—effort requirement; that is, if the employer were paying
for a portion of an individual’s retiree health benefits on October
1, 1993, then it must continue to do so.

In particular, the payment obligation applies for each month be-
ginning with January 1998, with respect to any qualifying bene-
ficiary for whom the employer, as of October 1, 1993, was paying
at least 20 percent of the premium (or premium equivalent) for cov-
erage of any item or service that is part of the comprehensive bene-
fit package provided under the bill. The employer obligation would

vk
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cease to apply when the individual is no longer a qualifying retired
beneficiary. The amount of the required payment would be equ
to 20 percent of the weighted average premium for the i idual
class of enrollment in the regional alliance for the area in whicl
the individual resides. ) e
Under the provision, a qualifying retired beneficiary would in-
clude an eligible retiree or a qualified spouse or child of an eligible
retiree as those terms are defined in the bill. Under the bill, the
determination of whether an individual is an eligible retiree or a
ualified spouse or child would be made on a monthly basis. An in-
ividual would be required to establish to the satisfaction of the re-
gional alliance (for the alliance area in which the individual re-

sides) his or her status as an eligible retiree or qualified spouse or o

child. An individual would be considered an eligible retiree for a
month if, as of the first day of the month, such individual (1) is be-
tween the ages of 55 and 65, (2) is not employed on a full-time
basis,32 (3) is not currently eli%'ible for Medicare coverage, and (4)
would have satisfied the employment requirements for Medicare
Part A eligibility at age 65.

An individual would be considered a qualified spouse for a month
if the spouse is under age 65 and has been married to the eligible
retiree for at least one year. An individual would sidered a
qualified child for a month if the individual is a child of the eligible
Setiree. =4 D atomsten iy Py

Under the bill, the surviving spouse of an eligible retiree would
also be considered a qualified spouse for a month if he of she (1)
has not remarried, (2) was married to_the eligible retiree at the
time of his or her death, (3) is under age 65, (4) is not em loyed
on a full-time basis,33 and (5) the deceased spouse would still have
been considered an eligible retiree for the month at issue if such |

spouse had not died. If a surviving spouse would be cons:

qualified spouse for a month, his or her children also wou
sidered qualified children for the month. ‘

Comment: The scope of liability for an employer to make
payments with respect to qualifying retirees, or qualified
spouses or children of qualifying retirees, would be fairly
limited. The provision would apply, beginning on January
1, 1998, only to those individuals who were at least age 55
as of October 1, 1993 (and who met the other requirements
of a qualifying retiree as of that date). Thus, qualifying re-
‘tirees would be at least age 59 on January 1, 1998, and
1;1he2 gggtinuing liability would not extend past September

Comment: There may be a definitional problem with the
provision as drafted. By definition, an individual could
have been a qualifying retired beneficiary under the bi

October 1, 1993, because in order to be a qualifying ’ben}f: e

ficiary, an individual would be required to establish to the
satisfaction of the regional alliance (for the alliance areain

32 Eligible retirees who work at least 120 hours in a month would be considered full-time em-

ployees (secs. 6114(bX2) and 1901(bX2XA)).
33 Syrviving spouses who work at least 120 hours in a month would be conside
employees (secs. 6114(cK2)(C) and 1S01(bX2)XA)). S e

full-time o
g R L s i R T
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which the individual resides) his or her status as a qualify-
ing retired beneficiary. Obviously, there were no regional
alliances in existence on October 1, 1993. This could be
solved by clarifying that the determination of whether
someone is a qualifying retired beneficiary is made without
regard to the requirement that the individual establish to
the satisfaction of the regional alliance his or her status as
a qualifying retired beneficiary. C

Any liability to continue payments would be in addition to any
other requirement imposed on an employer by the bill or otherwise.
Thus, for example, the bill would not alter any contractual obliga-
tions that an employer may have to make payments for health ben-
efits on behalf of retired employees.

In addition, the provision would not affect any rights under col-
lective bargaining agreements.

b. Temporary assessment on employers with retiree health
benefit costs (sec. 7121)

In general, the bill would ﬂrovide that the employer share of the
cost of providing the comprehensive benefit package to retirees be-
tween the ages of 55 and 65 is to be paid by the Federal Govern-
ment. In some cases, employers may have had plans which obli-
gated them to pay these retiree medical costs. To prevent a wind-
fall to such employers, the bill would impose a temporary assess-
. ment on employers with base period retiree health costs. The as-
sessment for a year would be equal to 50 percent of the greater of
(1) the adjusted base period retiree health costs of the employer for
the year, or (2) the amounts (determined in the manner to be pre-
scribed by the Secretary) by which the employer’s applicable retiree
~ health costs for such calendar year were reduced by reason of the
enactment of the Health Security Act.

“Base period retiree health costs” would mean the average of the
applicable retiree health costs of the employer for calendar years
1991, 1992, and 1993. “Adjusted period retiree health costs” would
mean the base period retiree health costs adjusted in the manner
prescribed by the Secretary of the Treasury to reflect increases in
the medical care component of the Consumer Price Index during
the period after 1992 and before such calendar year. Rules similar
to the rules of section 41(f)(3) (relating to adjustments to the re-
search and development credit in the case of business transactions)
would apply in determining adjusted base period retiree health
costs in the case of acquisitions and dispositions after December 31,
1993. In general, these rules would increase the adjusted base pe-
riod retiree health costs by costs attributable to acquisitions of the
employer, and would decrease by dispositions of the portion of a
business by the employer.

“Applicable retiree health costs” would mean, for any year, the
aggregate cost (including administrative costs) of the health bene-
fits or coverage provided during the year (whether directly by the
employer or through a sec. 401(h) plan or a welfare benefit fund)
to individuals who are entitled to receive such benefits or coverage
by reason of being retired employees between ages 55 and 65 (or
b rea)son of being a spouse or other beneficiary of such an em-
ployee).
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The assessment applies to governmental and tax-exempt employ-
ers as well as otherwise taxable employers.

The assessment for each year would be paid on or before March
15 of the following year, but the Secretary of the Treasury would
require quarterly estimated payments. Reporting requirements and
interest and penalties for failure to make timely payment would
apply in the same manner as in the case of Federal employment
taxes.

’ghe assessment would apply to calendar years 1998, 1999, and
2000.

4. Regional alliance family share of premiums (secs. 6106-
6107 and 6111-6115)

a. In general

Under the bill, each family enrolled in a regional alliance health
plan in a class of family enrollment (i.e., individual, couple only,
single parent, or dual parent) would be required to f)ay the family
share of premium pa{able with respect to such enrollment. This re-
quired premium could also be paid by an employer34 or by any
other person on behalf of the family. :

In general, for a family containing at least one full-time worker,
the family share of premiums would equal the premium for the
health plan selected by the family, less a credit of 80 percent of the
weighted average premium for the family’s class of enrollment.
Certain other credits would also be provided to low-income families,
or those receiving AFDC or SSI payment. Families would also be
required to pay a “shortfall” amount to compensate for 20 percent
of the anticipated bad debt losses of the alliance. For employed in-
dividuals, the family share would generally be collected throufgh
payroll deduction. Each regional alliance would be responsible for
calculating the family share of premium due for each family and
so notifying each family.

b. Notification requirements

Each regional alliance would be required to determine the family
share of premium and the amount of any alliance credit required
to be repaid for each year for families enrolled in regional alliance
health plans (sec. 1343 of the bill). The information required for an
alliance to determine the family share of premium would be based
on information obtained or maintained by the alliance in the con-
duct of its business, including information required for income-re-
lated determinations, information on SSI and AFDC recipients, in-
formation submitted monthly or annually by employers, informa-
tion submitted by self-employed individuals, applications for pre-
mium reductions, information concerning medicare-eligible individ-
uals, and whether or not the family is an SSI or AFDC family.

At least 45 days before the deadline for payment of premiums for
a year as specified by the Secretary of Health and Human Services

s4]f lf)aid by the ex':l:{h{er, the amount of the premium would be excludable from income under
the bill (sec. 7201). The bill would also require that, if the employer pays for any portion of the
family premium for any employee, the employer must make the same dollar payment for all em-
Eloyees. The difference between this dollar amount and the family premium for the plan selected

y the employee would be paid in cash to the employee and would be includible in the employ-
ee’s gross income (sec. 1607(bX2)).
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(“the SecretarK”), the regional alliance would be required to provide
notices to each family enrolled in a health plan of amounts due to
the regional alliance (sec. 1344). The notice would include detailed
information relating to the amount owed, the basis for the com-
putation, and the date the amount would be due and the manner
in which the amount due would be payable. The notice would also
include information relating to the discounts and reductions in pre-
mium liability available and a worksheet that could be used to cal-
culate reductions in liability based on income. In the case of a fam-
ily that would have been provided a premium discount (under sec.
6104) for the previous year based on income, the notice would in-
clude an income reconciliation statement to be completed and re-
turned to the regional alliance by the deadline for payment. Any
family not provided with a premium discount, but that would have
been eligible for such a discount, could submit an income reconcili-
ation statement and, if eligible, would receive a rebate of the
amount of excess family share of premium paid for the previous
year.

In the case of a family that, during the year, changes the re-
gional alliance through which the family obtains coverage under a
regional alliance health plan, the regional alliance providing cov-
erage as of the end of the year would be responsible for collecting
the premiums owed for the year (to any regional alliance). Further,
the regional alliance would be required to transfer to each of the
other regional alliances providing coverage during the year the por-
tion of premiums attributable to such other coverage.35

Comment: 1t is unclear under the bill how payment trans-
fers occur in the case of people switching between regional
and corporate alliance plans during the year. It is also un-
clear what will happen to the transfers if there is a short-
fall with respect to the amount of premium required to be
transferred.

Under the bill, no individual or family would be denied coverage
under a health plan due to failure to pay amounts owed to a re-
gional alliance.

c. Regional alliance family share

In the case of a family enrolled in a regional alliance health plan,
the family share of premium would equal the base amount minus
any credits and discounts.

The base amount would be the sum of the following amounts:

(1) The regional alliance premium for the class of enrollment and
the health plan in which the family is enrolled (i.e., individual, sin-
gle parent, couple, dual parent). This amount would be the total
premium due with respect to a family enrolled in a particular class
of enrollment without regard to the amount that is required to be
paid by an employer. _

(2) 20 percent of the family collection shortfall add-on. The family
collection shortfall add-on is designed to collect bad debts of the re-
gional alliance, that is, to collect amounts owed to the regional alli-
ance, but not otherwise received.

356The methods for determining the manner in which the required ‘premiums would be col-
lected and transferred among regional alliances would be established by the Secretary.

[
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Credits and discounts would equal the sum of the following
amounts:

(1) The alliance credit. This credit would equal 80 percent of the
weighted average premium in the alliance for the class of enroll-
ment and is designed to reduce the family share of premium by an
amount assumed to be paid by an employer of a member of the
family.36 Certain families, as described below, are liable to the re-
gional alliance for repayment of the alliance credit. In other words,
for such families, the amount of the alhance credlt 1s reduced but
not below zero.

(1221Any income-related discount to which the family would be en-
t1t e

(3) Any excess premium credit. This credit is designed to pass on
to families the benefit of any plan payment reductions due to en-
forcement of the premium caps.

(4) The amount of any corporate alliance opt-in credit. This credit
is designed to compensate families for higher premiums in regional
alliance health plans that may result from corporate alliance em-
ployers with employees with higher than average health risks opt-
ing into the regional alliance.

(5) An additional credit for SSI and AFDC recipients and certain
other families.

In no event could the family share of premiums be less than zero.

The additional credit for SSI and AFDC recipients and certain
other families is intended to ensure that these families can enroll
in a low-cost health plan and owe no family premiums. The credit
would be determined as follows. In the case of an AFDC or SSI
family 37 or in the case of a family for whom the income-related dis-
count would equal 20 percent of the weighted average premium for
regional alliance health plans offered by the regional alliance for
that class of enrollment (increased as specified in- bill sec.
6104(b)(2)), the additional credit for SSI and AFDC recipients
would equal 20 percent of the family collection shortfall add-on.
Thus, such a family would not be liable for any portion of the fam-
ily collection shortfall add-on.

Comment: However, it appears that a family that is not
entitled to the full premium discount (i.e., a family that is
not an AFDC or SSI family and that has’ adjusted income
in excess of $1,000) (see the discussion in Part II.B.4.e.,
below, of the calculation of the premium discount based on
income) would be required to pay the full amount of the
family collection shortfall add-on. Thus, the bill does not
appear to phase in the liability for the family collection
shortfall add-on as it does the liability for the family share
of premiums.

%Note however, that this credit would not necessarily be t.he same amount as that paid by
the emp er. (See the discussion of the alliance credit below.)
DC family would mean a family composed entirely of one or more AFDC recipients
(sec 1902(2)) Slmllarly, an SSI family would mean a family composed entirely of one or more
SSI recipients (sec. 1902(32)). See the discussion relating to divided families gelow,
:cdnbeg hotwl; abﬁlalmlly containing an AFDC or SSI reclpxent and other individuals would be tteat-
under the bi.
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d. Amount of premium
In general

In the case of a regional alliance health plan, the amount of the
premium charged by a regional alliance for all families in a class
of family enrollment under that health plan would equal the final
accepted bid for the plan (which is a per capita amount) times the
- uniform per capita conversion factor for the alliance and the na-
tional premium class factor. The uniform per capita conversion fac-
tor, which is separately calculated by each refgional alliance, would
convert the final accepted bid to a premium for an individual only
enrollment. The premium class factor, which is determined by the
Board and is applied uniformly to all regional alliances, would con-
vert the premium calculated for the individual only enrollment to
the premiums for other classes of enrollment in the plan (such as
dual parent).

Divided families

The bill would divide certain families for purposes of applying
the provisions of the bill, if one or more members of the family
qualifies for special treatment under the bill. The divided family
rules generally apply if a member of the family qualifies for a
health plan that is not part of a regional alliance or a corporate al-
liance. In general, the divided families rule would split up a legal
family for purposes of applying the bill’s provisions and would in-
stead treat the family as two (or more) separate families--one fam-
ily consisting of the individual eligible for special treatment, and a
?epa_fate family consisting of the remaining members of the legal

amily.

However, under certain circumstances, these divided families
would be combined back into one family for purposes of computing
the family share of premiums due. In the case of an individual who
is a qualifying empﬁ)yee (i.e., who is employed by an employer for
at least 40 hours in a month), if the individual has a spouse or
child who is not treated as part of the individual’s family, then the
combined premium for both families would be computed. If such
combined premium is less than the total of the premiums otherwise
applicable, then the combined premium would be calculated as
though the spouse or child is treated as part of the qualifying em-
gloyee’s family. The regional alliance would then divide the com-

ined premium between the families proportionally (under rules es-
tablished by the National Health Board) and credits and other
amounts to which the families would be entitled would be pro-rated
in a manner consistent with rules established by the Board.

For purposes of the bill, a divided family means a family that in-
cludes one or more individuals who are part of a group under
which all individuals in each such group within the family are
treated collectively as a separate family, and all individuals not de-
scribed in any such group are treated collectively as a separate
family. The groups to which the separate family status would apply
are (1) AFDC recipients, (2) disabled SSI recipients, (3) SSI recipi-
ents who are not disabled SSI recipients, (4) veterans who elect to
enroll with a health plan of the Department of Veterans Affairs,
unless the veteran elects family enrollment under the plan (instead
of individual enrollment), (5) active duty military personnel (i.e., an
individual on active duty in the Uniformed Services of the United

K}
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States), but not with respect to any famﬂ{ coverall_%e elected, (6) In-
dians who elect a health program of the Indian Health Service in-
stead of a health plan, but only if an election is made with respect
to all eligible individuals who are family members of the family, or
(7) prisoners (i.e., an eligible individual during z;fperiod of impris-
onmﬁnt under Federal, State, or local authority after conviction as
an adult). B st

e. Premium discount based on income _ . =
In general
“A premium discount would be provided with respect to each fam-
ily enrolled in a regional alliance health plan that is (1) an AFDC
or SSI family, (2) has family adjusted income below 150 gerce,n’t of
the applicabf' poverty level and is determined to be eligible for re-
ductions in cost sharing (secs. 1371-1375 of the bill), or (8) is a
family for which the family obligation”amount for the year would
otherwise exceed a specified percentage of family adjusted income.
In the case of an AFDC or SSI family, the premium discount would
be applied to the premium only for those months in which the fam-
ily is an AFDC or SSI family. \

The amount of the premium discount for a family enrolled in a
regional alliance health plan under a class of family enrollment
would be 20 percent of the weighted average premium for regional
alliance health plans offered by the regional alliance for that class
of enroliment reduced (but not below zero) bg the sum of the family
obligation amount (described below) and the amount of any em-
ployer payment toward the family share of premiums for covered
members of the family (i.e.,, an employer payment in excess of re-
guired payments). Thus, the premium discount to which certain
amilies are entitled is reduced by any employer payments in ex-
cess of its minimum required payment.

Comment: The bill appears to create a disincentive for any
employer to pay more than the required minimum for its
low-wage employees because then the premium discount is
not available. Most economists believe that employees ulti-
mately bear the full cost of amounts, such as payroll taxes,
that employers pay on their behalf. If this is true, then
there is a clear incentive for an employer not to pay more
than the minimum required contribution because it ap-
pears under the bill to reduce the availability of the in-
come-related premium discount.

If a regional alliance determines that a family eligible for the
premium discount is unable to enroll in an at-or-below-average-cost
plan that serves the area in which the family resides, the premium
discount would be increased by 20 percent of the amount gy which
the premium for the lowest-cost plan for which the family is eligi-
ble exceeds the weighted average premium for that class of enroll-
ment. An_at-or-below-average-cost plan means a regional alliance
health plan the premium for which would not exceed, for the class
of family enrollment involved, the weighted average premium for
the regional alliance. B R -
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Family obligation amount

If the family adjusted income of a family (described below) is less
than $1,00038 (the income threshold amount), or if the family is an
AFDC or SSI family, the family obligation amount would be zero.
Thus, such a family would be entitled to the full premium discount
under the bill because the premium discount would not be reduced
by any family obligation amount. The amount of the discount
would still be reduced by any employer payments in excess of the
minimum required employer payment. Families with adjusted in-
come of $1,000 or more would have some family obligation amount,
determined as described below.

In the case of a family with adjusted income above the income
threshold amount, the family obligation amount would be the sum
of two amounts. The first amount would be the product of (1) the
initial marginal rate and (2) the amount by which the portion of
the family adjusted income not in excess of the poverty level ex-
ceeds the income threshold amount. The second amount would be
the product of (1) the final marginal rate and (2) the amount by
which the family adjusted income exceeds 100 percent (but is less
than 150 percent) of the applicable poverty level.

In the case of an individual class of enrollment, the initial mar-
ginal rate for a year would be the ratio of (1) 3 percent of the appli-
cable poverty level for the individual class of enrollment to (2) the
amount by which the poverty level exceeds the income threshold
amount. The final marginal rate would be the ratio of (1) the
amount by which the general family share for an individual class
of enrollment exceeds 3 percent of the applicable poverty level (for
an individual class of enrollment for the year) to (2) 50 percent of
the poverty level. The general family share would mean, for a class
of enrollment, the weighted average premium for the class minus
the alliance credit (determined without regard to the calculation of
the family obligation amount).

Example: Assume that a single individual has adjusted in-
come of $14,000 for 1994, the applicable poverty level is
$10,000, the income threshold is 51,000, and the general
family share is $400. The initial marginal rate is the ratio
of $300 (3 percent of $10,000) to $9,000 (the amount by
which the poverty exceeds the income threshold), or .0333.
The final marginal rate is the ratio of $100 (the amount
by which the general family share exceeds 3 percent of the
poverty level, or $400 minus $300) to $5,000 (50 percent
of the poverty level ($10,000)), or .020.
. The family obligation amount is calculated as follows:

(1) .0333 (the initial marginal rate) times $9,000 (the
amount by which the portion of family income not in ex-
cess of the poverty level exceeds the income threshold
amount), plus

(2) .020 (the final marginal rate) times $4,000 (the
amount by which the family adjusted income exceeds 100
percent (but is less than 150 percent) of the poverty level).

38This amount would be indexed for changes in the CPI in years after 1994 and would be
rounded to the nearest multiple of $10.

i
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Thus, the family obligation amount for the individual is
$380 ($300 plus $80). ‘

For a year for a nonindividual class (i.e., couple-only, single par-
ent, or dual parent) of enrollment, the initial marginal rate would
be the ratio of (1) 8 percent of the applicable poverty level for a
dual parent class of enrollment for the year to (2) the amount by
which the applicable poverty level exceeds the income threshold
amount. The final marginal rate would be the ratio of (1) the
amount by which the general family share for a dual parent class
of enrollment exceeds 3 percent of the applicable poverty level (for
?ucl} a class for the year) to (2) 50 percent of the applicable poverty
evel.

In the case of a family with family adjusted income of less than
150 percent of the applicable poverty level, in no case could the
family obligation amount exceed 3.9 percent of the amount of such
adjusted income. The 3.9 percent would be adjusted for any year
after 1994 so that the percentage for the year bears the same ratio
to the percentage so specified as the ratio of 1 plus the general
health care inflation factor for the years bears to 1 plus the per-
centage specified in section 1136(b) (relating to indexing of dollar
amounts related to cost sharing for the year). Any adjustment to
the 3.9 percent shall be rounded to the nearest multiple of 1/10 of
1 percentage point.

In the case of a family with family adjusted income of at least
150 percent of the applicable poverty level but less than $40,000
(adjusted after 1994 for changes in the CPI and rounded to the
nearest multiple of $100), the family obligation amount for the year
would equal 3.9 percent (adjusted as described above) of the ad-
justed income. For families with family adjusted income of at least

- $40,000, there would be no cap on the family obligation amount.

Under the bill, family adjusted income would mean the sum of
the adjusted incomes for all members of the family (determined
without regard to the divided families rules) (sec. 1372(d)). Ad-
justed income would mean adjusted gross income (as defined in sec-
tion 62(a) of the Internal Revenue Code of 1986 (the Code)) deter-
mined without regard to (1) the exclusion from gross income with
respect to the redemption during the year of qualified U.S. savings
bonds used to pay qualified higher education expenses (sec. 135 of

the Code), (2) the deduction for health insurance costs of self-em-

ployed individuals (sec. 162(1) of the Code), (3) the exclusion from
income for certain income of U.S. citizens or residents living abroad
(sec. 911 of the Code), (4) the exclusion from income from sources
within Guam, American Samoa, or the Northern Mariana Islands
(sec. 931 of the Code), and (5) the exclusion from income for income
from sources within Puerto Rico (sec. 933 of the Code). This
amount would be increased by the amount of tax-exempt interest
received or accrued by the individual. At an individual’s option,
family adjusted income could include the income of individuals who
are claimed as dependents of the family for income tax purposes
(but who are not considered members of the family for purposes of
applying the Health Security Act generally). In such circumstances,
these dependents would not be considered part of the family for
purposes of determining the family’s class of enrollment.
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Ineligible individuals

Certain individuals would not be entitled to a premium discount
because the applicable health plan would not impose any premium
obligation on such individuals. These individuals would include (1)
electing veterans enrolled under a health plan of the Department
of Veterans Affairs who, under the laws and rules in effect as of
December 31, 1994, have a service-connected disability or are un-
able to defray the expenses of necessary care as determined under
title 38 of the USC, (2) active duty military personnel, and (3) Indi-
ans who elect a health program of the Indian Health Service in-
stead of a regional alliance health plan, but only if an election is
made with respect to all eligible individuals who are family mem-
bers of the family.

f. Alliance credit

An alliance credit would reduce the amount of the family share
of premium that would otherwise be owed. The alliance credit is in-
tended to reflect the employer’s share of premiums presumed to be
paid on behalf of an individual.

In the case of a regional alliance, the alliance credit for a class
of family enrollment would be 80 percent of the weighted average
premium for health plans offered by the alliance for the class.
Thus, if an individual elects coverage under a regional alliance
health plan that has a premium equal to the weighted average pre-
mium for plans offered by the alliance for the same class of enroll-
ment, the individual would not be obligated to pay, in any event,
more than 20 percent of the weighted average premium.

Examples: The alliance credit to which any family is enti-
tled does not necessarily equal the amount of employer
premium payments made on behalf of the family. A num-
ber of examples will illustrate this point.

Assume that the weighted average premium for the cou-
ple-only class is $3,000 and that the average couple-only
family has 1.5 full-time workers. The employer premium
(or base employment monthly premium) to be paid for a
full-time worker would be 80 percent of $3,000 divided by
1.5, or $1,600. However, the credit for each family would
be 80 percent of $3,000, or $2,400. The effect on different
couples would vary depending upon the number of full-
time workers they represent. In each of the following ex-
amples, assume that the couple elects a health plan with
a $3,000 premium (i.e., an average health plan) and that
there are no other credits or discounts available.

Example 1: Both spouses are full-time employees. Their
employers will each pay $1,600 of premiums for a total of
$3,200. Assuming no other credits or discounts and no
family collection shortfall add on, the couple will be re-
quired to pay $600 for their health plan (the $3,000 pre-
mium minus the $2,400 alliance credit). Thus, the couple
and their employers pay a total of $3,800 ($3,200 plus
$600) for coverage in a $3,000 health plan.
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Example 2: Assume one spouse is a full-time employee and
one spouse is unemployed. The working spouse’s employer
pays a $1,600 premium and the couple pays $600 (after
the alliance credit). The couple and employer pay a total
of $2,200 ($1,600 plus $600) for coverage in a $3,000
health plan. ' ' :

Example 3: Assume both spouses are half-time (ie., 60
hours a month) workers. Each employer would be required
to pay an $800 premium (one-half of the full-time worker
premium) and the couple is required to pay $600. Thus,
~the result is the same as example 2; a total fpremium of
$2,200 ($800 plus $800 plus $600) is collected for coverage
in a $3,000 health plan. ‘

 Example 4: Assume the couple has one half-time worker
and one nonworker»._»',,lfhe.ﬁ@m&losrer ays $800 (one half the
premium for a full-time worker). The family is entitled to
an alliance credit of $2,400. However, the family’s repay-
ment liability (described in detail below) is 50 percent of
the base monthly employment premium, or $800. Thus,
the family’s premium payment would be $1,400 ($3,000
minus $2,400 plus $800) and the total premium paid with
respect to the family would be $2,200 ($1,400 plus $800).
Note that the alliance collects the same total premium in
this example as in example 2 or 3, in which the couples
have at least (in total) one full-time worker.

Example 5: Assume that neither spouse of the couple is
employed. The family is entitled to the alliance credit of
$2,400 (80 percent of $3,000). However, the family’s repay-
ment liability equals the base monthly employment pre-
“mium, or $1,600. Thus, the family’s premium payment
would be $2,200 ($3,000 minus $2,400 plus $1,600).

Comment: In the aggregate, as long as the alliance can
predict accurately the number of full-time workers per
family, the total employer payments and the total family
credits should be the same. As the above examples illus-
trate, if it is assumed that employees ultimately bear the
full burden of the required premium payments through re-
duced wages, then families with more than one full:time
worker will effectively be paying more for their health care
than will families with less than one full-time worker. This
result could create a disincentive to work in certain cases. .
g Repayment of alliance credit by certain families
In general
Under the bill, certain families that are provided an alliance
credit (i.e., a credit that reduces the family share of premium by
an amount assumed to be paid by an employer of a member of the
family) for a class of enrollment would be liable to the regional alli-
ance for repayment of an amount equal to the base employment
monthly premium (applicable to such class) for the month (sec.

6122). The base employment monthly premium would be the
amount payable each month by an employer with respect to each
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full-time employee enrolled in a class of family enrollment under
a regional alliance health plan.

Comment: The amount of the alliance credit would be
based upon the weighted average premium for all health
plans offered by a regional alliance for a class of coverage,
whereas the calculation of any repayment liability would
be based upon the base employment monthly premium
paid by an employer with respect to a full-time employee.
For individuals, these amounts will be the same. However,
for families, these amounts will generally not be the same.

The repayment of the alliance credit would have the effect of re-
quiring payment of an additional premium with respect to a family
enrolled in a regional alliance health plan in situations in which
an employer did not make premium payments with respect to the
family. Thus, for example, the liability of a family for a year would
be reduced (but not below zero) by the amount of any employer
payments made in the year based on the net earnings from self em-
ployment of a family member (sec. 6126).

No liability for families employed full time; reduction in li-
ability for pcrt-time employment

If any family member works at least 40 hours during the month
(and his or her employer would be required to make payments with
respect to such employment), the family’s repayment obligation
would be reduced or eliminated. Thus, the amount of any liability
for repayment of the alliance credit would be reduced, in accord-
ance with rules established by the Board, based on employer pre-
miums payable with respect to the employment of a family member
who is a qualifying employee or with respect to a family member.
In no case could the reduction result in any payment due to a fam-
ily (i.e., the reduction could not reduce the liability for repayment
of the alliance credit below zero). , o ‘

If a family member is a qualifying employee for a month, is not
an eligible retiree or a qualifying spouse or child of an eligible re-
tiree, and the employer is liable for payment with respect to the
qualifying employee based on such employment, then the liability
for repayment of the alliance credit would be reduced depending
upon whether the employment is full time or part time. If the em-
ployment is on a full-time basis, the liability would be reduced by
the full-time monthly credit. The full-time monthly credit, with re-
spect to employment in a month, is 1/12 of the repayment liability
based on the class of enrollment for the year. If the employment
is on a part-time basis, (i.e., for at least 40 hours, but less than 120
hours, in a month) the liability would be reduced by the employ-
ment ratios (the ratio of the number of hours of employment for a
month to 120) of the full-time monthly credit. In other words, in
the case of part-time employment, the liability would be reduced
proportionately by the percentage the hours of employment are to
120 hours. In the case of a family that is not enrolled in a regional
alliance health plan for all the months in a year, the full-time
monthly credit would be deemed to be the repayment liability di-
vided by the number of months in a year in which the family was
enrolled in such a plan.
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In the case of an individual who is a qualifying employee of more
than one employer in a month, the full-time monthly credit for the
month would be the sum of the credits earned with respect to em-
ployment by each employer. In the case of a couple each spouse of
which is a qualifying employee in a month, the credit for the month
would be the sum of the credits earned with respect to employment
by each spouse. In either case, the sums of the credits may exceed
the full-time monthly credit amount.

In the case of a family for which the class of family enrollment
changes during a year (e.g., from single parent to dual parent), the
Board would be required to establish rules for appropriate conver-
sion and allocation of the credit amounts in a manner that reflects
the relative values of the base employment monthly premiums
among the different classes of family enrollment.

Limitation on repayment obligation based on income

In the case of a family that has wage-adjusted income below 250
percent of the applicable poverty level, the repayment amount re-
quired (after taking into account any reduction in liability on ac-
count of full or part-time employment) with respect to a year would
be limited. Wage-adjusted income would mean, for a family, the ad-
justed income of the family, reduced by the sum of (1) the amount
of any wages included in such family’s income that is received for
-employment with respect to which employment premiums would be
required to be paid, (2) the amount of net earnings from self em-
ployment of the family, and (3) the amount of unemployment com-
pensation included in gross income (sec. 85 of the Internal Revenue
Code). For purposes of the reduction described in (1), above, the re-
duction would not exceed $5,000 for a year (indexed for inflation)
multiplied by the number of months (including portions of months)
of eniz)ll)loyment with respect to which employer premiums would be
payable. '

If the wage-adjusted income of a family is less than $1,00039 (the
income threshold) or if the family is an AFDC or SSI family, the
amount of liability would be zero. If the wage-adjusted income at
least equals the income threshold, the amount of liability would be
the sum of (1) the initial marginal rate multiplied by the amount
by which the wage-adjusted income (not including any portion that
exceeds the applicable poverty level for the class of family in-
volved), exceeds the income threshold amount, plus (2) the final
marginal rate multiplied by the amount by which the wage-ad-
justed income exceeds 100 percent of the applicable poverty level.
The initial marginal rate for a year for a class of enrollment would
be the ratio of 5.5 percent of the applicable poverty level for the
class of enrollment for the year, to the amount by which such pov-
erty level exceeds the income threshold amount. The final marginal
rate for a year for a class of enrollment would be the ratio of the
amount by which the repayment amount exceeds 5.5 percent of the
?ppllicable poverty level to 150 percent of the applicable poverty
evel.

39 This amount would be indexed for changes in the CPI after 1994 and rounded to the nearest
multiple of $10.
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Example: Assume that a family in the dual parent class of
enrollment has family adjuste({ income of $14,000 for 1994,
and the applicable poverty level is $10,000. Of the family’s
$14,000 income, assume that $11,000 was earned by one
spouse from her part-time emgloyment. (She works 60
hours every month throughout the year.) The other $3,000
was earned by her husband in employment that never to-
talled 40 or more hours per month (thus, his employer was
not required to pay any employment premiums with re-
spect to his employment). The weighted average premium
for the dual parent class is $3,000. The base employment
premium is $1,600.

The family’s total qualifying employment would be equal
to .5 full-time equivalent worker (60 hours divided by 120
hours). The repayment obligation (before considering any
lov‘gér(l)%ome limitation) would therefore be .5 times $1,600,
or .

The initial marginal rate is the ratio of $550 (5.5 percent
of $10,000) to $9,000 (the amount by which the poverty
level exceeds the income threshold, but not in excess of the
poverty level), or .0611. The final marginal rate is the ratio
of $1,050 (the base employment premium minus 5.5 per-
cent of the poverty level, or $1,600 minus $550) to $15,000
(150 percent of the poverty level), or .07.

The family’s repayment obligation would be calculated
as follows. The family’s “wage-adjusted income” would be
equal to the family’s adjusted income less any wages with
respect to which an employer was required to pay employ-
ment premiums: $14,000 less $11,000, or $3,000. The re-
payment obligation would be limited to .0611 (the initial
marginal rate) times $3,000, or $183. Note that the final
marginal rate is not needed in this example because wage-
1adjulsted income does not exceed 100 percent of the poverty
evel.

In the case of an AFDC or SSI family, the liability amount would
be reduced to zero only for those months in which the family is an
AFDC or SSI family. However, the family’s income could be so low
as to reduce the liability to zero in those months in which the fam-
ily is not otherwise an XFDC or SSI family. ‘ '

A family’s wage-adjusted income and the amount of liability
would be determined by the applicable regional alliance upon appli-
cation by a family. Under the bill, there would be no repayment li-
ability for electing Indians and certain veterans and military per-
sonnel because there would be no required premium payments for
such individuals.

Special treatment of certain retirees and qualified spouses
and children

An individual who is an eligible retiree or a qualified spouse or
child of an eligible retiree for a month in a year (beginning in 1998)
would be considered, for purposes of determining any repayment li-
ability, to be a full-time employee for such month. Thus, there
would be no repayment liability with respect to such individuals.
An eligible retiree means, for a month, an individual who estab-

»
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lishes to the satisfaction of the regional alliance for the alliance
area in which ‘the 1ff211v1dual resides, that the individual, as of the
first day of the month, is at least 55, but less than 65, years old,
is not employed on a full-tlme basis (sec 1901(b)(2)(A)) would be
eligible for medicare benefits if the individual were 65 years of age
based only on the employment of the individual, and is not a medl-
care-eligible individual: ~ -

A qualified spouse or child of an e11g1ble retlree would mean an
individual who establishes to the satisfaction of the regional alli-
ance for the alliance area in ‘which the individual resides that the
individual (1) is under age 65 years of age and has been married
for at least one year to an eligible retiree or is a child of an eligible
retiree, (2) was married to an ehg'lble retlree for at least one year
at the time of the eligible retiree’s death, is under age 65, is not
employed on a full-time basis, and is not remarried, prowded the
deceased spouse (the eligible retlree) would still be an eligible re-
tiree in the month if the spouse had not died, or (3) is a child of
an eligible retiree who died. :

An individual could not be determined to be an eligible retlree
or qualified spouse or child of an eligible retiree unless an applica-
tion has been filed with the regional alliance. The application
would contain such information as may be required to establish
status as an eligible retiree or qualified spouse or child and to ver-
ify information in the application. Any material misrepresentation
in the application would be subject to a penalty.

Special treatment of certain Medicare beneficiaries

In the case of an individual who would be a medicare-eligible in-
dividual in a month but for the employment in the month or in a
previous month of the individual or the individual’s spouse or par-
ent, the individual (or spouse or parent, as the case may be) so em-
ployed is considered to be a full-time employee described in such
month. Thus, there would be no repayment liability with respect to
such individuals.

h. Excess premium creth

If plan payment reductions were lmposed on_one or more re-
gional alliance health plans in a year under section 6011, the ex-
cess premium credit would reduce premiums for each famlly en-
rolled in a regional alliance health plan in the year.40

"As discussed in more detail in Part II.A.1b., a health plan that
participates in a noncomplying alliance would be a noncomplying
plan if its final accepted bid for the year exceeds the maximum
complying bid for the gear In this case, the health plan could vol-
untarily reduce its bid, and enrollees Would pay the reduced pre-
mium. If a plan does not reduce its bid, it would be subject to a
mandatory plan payment reduction. In the case of a mandatory
plan payment reduction, plan enrollees pay the higher, unreduced,
premium (such plans are referred to as “excess premium plans”)
However, the excess is returned to each family enrolled in any plan
offered by the regional alliance in the form of an excess premium

40 Although the statute refers to section 6021, the correct &tatiitory reference appears to be
section 6011 (relating to plan payment reduction).
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credit. The credit would be available to families enrolled in any
health plan offered by the regional alliance, and would not be lim-
ited to the families in excess premium plans. A

In general, the amount of the credit for a class of family enroll-
ment for a year would be the weighted average premium for the
alliance, class, and year, if the per capita excess premium amount
for the alliance for the year were substituted for the reduced
weighted average accepted bid for the regional alliance for the
year. The per capita excess premium amount for a regional alliance
for a year would be the amount by which the alliance’s weighted
average accepted bid for the year exceeds the alliance’s per capita
premium target for the year.

The bill would provide for an adjustment to the amount of excess
premium credits if more (or fewer) families than anticipated en-
rolled in excess premium plans. If the total payments made by a
regional alliance to all regional alliance health plans in a year41
would exceed (or would be less than) the total of such payments es-
timated by the alliance because of the distribution of enrolled fami-
lies, the amount of the excess premium credit in the second suc-
ceeding year would be reduced (or increased, respectively) by the
amount of such excess (or deficit).

i. Corporate alliance opt-in credit

A corporate alliance opt-in credit would be available if a regional
alliance is owed an excess risk adjustment because a large em-
ployer participates in a regional alliance (sec. 6124 of the bill). For
each class of enrollment for a regional alliance for a year, the
amount of the credit would equal 20 percent of the weighted aver-
age premium for such alliance, class, and year, if the per capita
corporate alliance opt-in amount for the alliance for the year were
substituted for the reduced weighted average accepted bid for the
regional alliance for the year.

The per capita corporate alliance opt-in amount, for a regional al-
liance for a year, would be the total amount of the payment adjust-
ments owed for the year by all employers (determined under bill
sec. 6124), divided by the estimated average number of regional al-
liance eligible individuals in the regional alliance during the
year.42

j. Family collection shortfall add-on

The family collection shortfall add-on, for a regional alliance for
a class of enrollment for a year would be the weighted average pre-
mium for such alliance, class, and year, if the per capita collection
shortfall amount for the alliance for the year were substituted for
the reduced weighted average accepted bid for the regional alliance
for the year.

The per capita collection shortfall amount, for a regional alliance
for a year, would equal the aggregate collection shortfall divided by
the estimated average number of regional alliance eligible individ-

41This would be calculated by taking into account the relative actuarial risk associated with
the coverage under section 1351(b) of the bill.
42For this purpose, individuals whose family share of premiums is zero, determined without
lx;zgg{d to artgedcorporate alliance opt-in credit and the family collection shortfall add-on, would
sregarded. .

*
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uals in the regional alliance during the year43. The aggregate col-
lection shortfall would be estimated by a regional alliance for each
year (beginning with the first year) and would be the total amount
of payments that the alliance could reasonably identify as owed to
the alliance (taking into account any premium reduction or dis-
count and including amounts owed as a result of the repayment of
the alliance credit by certain families (sec. 6111 of the bill) and not
taking into account any penalties) for the year and not likely to be
collected (after making collection efforts) during a period specified
by the Secretary beginning on the first day of the year. Payments
owed to a regional alliance by the Federal Government or any
State or local governments would not be taken into account in cal-
culating the aggregate collection shortfall. o

The amount estimated for a year would be adjusted to reflect
over (or under) estimations in the amounts computed for previous
years (based on actual collections) taking into account interest pay-
able based upon borrowings (or savings) attributable to such over-
or under-estimations. o

5. Corpo)rate alliance family share of premiums (secs. 6101-
6107

a. In general

Under the bill, each family enrolled in a corporate alliance health
plan in a class of family enrollment (i.e., individual, couple only,
single parent, or dual parent) would be required to pay the family
share of premium payable with respect to such enroliment. This re-
quired premium could also be paid by an employer44 or by any
other person on behalf of the family. , :

In the case of a family enrolled in a corporate alliance health
plan, the family share oiy premium would be the premium for the
health plan selected by the family for the class of enrollment in
which the family is enrolled, reduced (but not below zero) by the
alliance credit and any income-related discount to which the family
would be entitled. _

In the case of a family enrolled in a corporate alliance health
plan, the alliance credit would equal the minimum required em-
ployer premium. The minimum required employer premium- pay-
ment for a class of family enrollment for a family residing in a pre-
mium area would be 80 percent of the weighted average premium
of the corporate alliance health plans offered by the corporate alli-
ance for that class of enrollment for families residing in the pre-
mium area. "

b. Amount of premium

In the case of a corporate alliance, the amount of the premium
charged by the alliance would be determined in accordance with

43The avera?e number of regional alliance eliible individuals would be reduced by the aver-
age number of such individ whose family share of premiums is zero, determined without
regard to the family collection shortfall add on and the corporate alliance opt-in credit.

44 If l})aid by the employer, the amount of the premium would be excludable from income under
the bill (sec. 7201). The bill would also require that, if the employer pays for any portion of the
family premium for any employee, the employer must make the same dollar payment for all em-
gloyees. The difference between this dollar amount and the family é)remium éo_r the plan selected

y the employee would be paid in cash to the employee and would be includible in the employ-
ee’s gross income (sec. 1607 (bX2)). o '

75-969 0 - 94 - 3
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the following rules (sec. 1384 of the bill). The premiums charged to
families by a corporate alliance for enrollment in a corporate alli-
ance health plan (not taking into account the minimum employer
premium payment required under sec. 6131) could vary only by
class of family enrollment and by premium area. Thus, the bill gen-
erally would require that corporate alliances provide community
rating of premiums within any premium area.

Each corporate alliance would be required to designate premium
areas to be used for the imposition of premiums and calculation of
employer premium payments. The boundaries of a premium area
would reasonably reflect labor market areas and health care deliv-
ery areas and would be consistent with rules established by the
Secretary of Labor so that there would not be substantial dif-
ferences in average per capita health care expenditures within such
areas. The corporate alliance could not establish boundaries for
premium areas that discriminate on the basis of or otherwise take
into account race, age, language, religion, national origin, socio-eco-
nomic status, disability, or perceived health status. Further, a cor-
porate alliance would be required to include the entire portion of
a metropolitan statistical area located in a State in the same pre-
mium area.

The Secretary of Labor could exempt multiemployer plans that
establish a corporate alliance from such requirements as may be
appropriate to reflect the unique historical relationship between
employers and employees under such alliances.

¢. Premium discount based on income

Each family enrolled with a corporate alliance health plan on ac-
count of the full-time employment of a low-wage employee would
be entitled to a premium discount. The permitted premium dis-
count would equal the amount (if any) by which 95 percent of the
premium for the least expensive corporate alliance health plan that
is offered to the employee (and that is a lower or combination cost
shlaring plan) exceeds the alliance credit for the class of family en-
rollment.45

A low-wage employee would be an employee who is employed on '

a full-time basis and who is receiving wages for employment with
the employer at an annual rate of less than $15,000.46 The deter-
mination of whether an employee is a low-wage employee would be
made at the time of initial enrollment in the plan and at the time
of each subsequent open enrollment period, on the basis of the
wages payable by the employer at that time. The determination
that an individual is a low-wage employee would apply as of the
effective date of the initia! enrollment in a plan or, in the case of
an open enrollment period, as of the effective date of changes in en-
rollment during that period.

Example: As an example of the calculation of the premium
discount, assume that an individual earning $14,900 a
year has single coverage under a corporate alliance health

45 See the description of a lower or combination cost sharing plan in Part I, above.

46The $15,000 would be indexed for any year after 1994 by the percentage increase (or de-
crease) by which the average consumer price index (CPI) for the 12-month-period ending with
Auguasg 3119&2; the preceding year exceeds the average for the 12-month period ending with Au-
gust 31, .

o



61

plan of the individual’s employer. The individual is a low-
wage employee because his or her annual rate of pay does
not exceed $15,000. The premium for the plan in which the
employee enrolls is $2,300. The premium for the least ex-
pensive health plan that is a_lower or combination, cost
sharing plan is $1,800. The alliance credit (i.e., the mini-.
mum employer premium payment required with respect to
individual coverage) is $1,600. ‘
The premium discount for the individual is $110 (.95
($1,800) - $1,600). : o
If this individual earns $15,000 per year, the individual
would not be entitled to a premium discount because there
is no phase out of the premium discount under the bill. N

Comment: The premium discount to which any family is
entitled would be determined solely by the relationship be-
tween the minimum employer premium payment and the
least expensive combination or lower cost sharing plan of-
fered to the employee and is not affected by the particular
plan in which the family is enrolled.

d. Alliance credit

An alliance credit would reduce the amount of the family share
of premium. The alliance credit is intended to reflect the employer’s
share of premiums presumed to be paid on behalf of an individual.

In the case of a corporate alliance, the alliance credit for a family
enrolled in a corporate alliance health plan fora class of family en-
rollment would be the minimum employer premium payment re-
quired with respect to the family. The minimum employer premium
payment for a class of family enrollment for a family residing in
a premium area would be 80 percent of the weighted average pre-
mium of the corporate alliance health plans offered by the cor-
porate alliance for that class of enrollment for families residing in
the premium area. Families would have no repayment obligations
in the case of a corporate alliance. =~ =~ o

6. Recapture of éer!;ain health care subsidies received by
high-income individuals (sec. 7131)

In general

Under the bill, taxpayers with modified adjusted gross income
above a threshold amount would be required to pay additional pre-
miums for coverage under Part B of Medicare. In addition, under
the bill, eligible retirees and qualified spouses and children would
be eligible to receive a Federal subsidy equal to the employer share

- of the health care premium for full-time employees under the com-
prehensive benefit package. Eligible retirees and qualified spouses
and children with modified adjusted gross income above the thresh-
old amount would be required to pay the employer share of their
premium for health care under the nationally guaranteed com-
prehensive benefits package.

For the purpose of both of these additional payments, modified
adjusted gross income would be adjusted gross income plus tax-ex-
empt interest, certain foreign source income, and income from high-
er education U.S. savings bonds. The modified adjusted gross in-
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come of married taxpayers filing joint returns would be the com-
bined modified adjusted gross income of both spouses.

For the purpose of both of these payments, the threshold amount
would be $90,000 for unmarried taxpayers, $115,000 for married
taxpayers filing joint returns, and $0 for married taxpayers filing
separate returns. If a taxpayer’s modified adjusted gross income for
any taxable year exceeds the threshold amount by less than
$15,000 ($30,000 for married taxpayers filing joint returns if each
spouse were required to pay additional premiums), the amount of
any additional payments imposed under this provision would be
computed by multiplying the total amount due for the taxable year
by a ratio, the numerator of which would be the amount of the tax-
payer’s modified adjusted gross income above the threshold amount
and the denominator of which would be $15,000 ($30,000 for mar-
ried taxpayers filing joint returns if each spouse is required to pay
additional premiums). - .

Any additional premiums imposed under this provision would be
treated as income taxes for purposes of subtitle F of the Code (re-
lating to income tax procedure and administration) but would not
be treated as income taxes for alternative minimum tax purposes
(Code sec. 55) or for the purpose of determining the amount of
other tax credits under the Code. Finally, additional premiums im-
posed under this provision would be considered deductible to the
same extent as other health insurance premiums and would be ex-
cludable from the recipient’s gross income if paid by a former em-
ployer. o

Under the provision, penalties for failure to pay estimated in-
come tax would not be imposed on a taxpayer for any period prior
to April 16, 1997, to the extent that the underpayment resulted
from the failure to pay additional Medicare Part B premiums. In
addition, penalties for failure to pay estimated income tax would
not be imposed on a taxpayer for any period prior to April 16, 1999,
to the extent that the underpayment resulted from the failure to
pay additional premiums for health care coverage under this provi-
sion.47 '

Additional Medicare Part B premiums

Under the bill, taxpayers with modified adjusted gross income
above the threshold amount would be required to pay additional
Medicare Part B premiums for each month of enrollment in Part
B of Medicare. The additional monthly amount would be equal to
the excess of 150 percent of the monthly actuarial rate for Medi-
care Part B enrollees age 65 or older over the monthly Medicare
Part B premium. v o

Proceeds from the collection of additional Medicare Part B pre-
miums would be credited at least quarterly to the Supplemental
Medical Insurance Trust Fund. :

47For a complete discussion of theissues relating to section 7131 of the bill, see Joint Com-
mittee on Taxation, Description and Analysis of Title VII of HR. 3600, S. 1757, and S. 1775
(“Health Security Act”) (JCS-20-93), December 20, 1993, p. 34.

¥
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Additional health care premiiams
In general ' ‘

Under the bill, eligible retirees and qualified spouses and chil-
dren would be eligible to receive a Federal subsidy equal to the em-
ployer share of the health care premium for full-time employees
under the comprehensive benefit package. For this purpose, the
employer share of an individual’s health care premium generally
would be 80 percent of the average premium charged by health

plans in the individual’s health alliance for the individual’s class of

enrollment.48 Eligible retirees and qualified spouses and children
with modified adjusted gross income above the threshold amount
would be required to pay the employer share of their premium for
health care under the comprehensive benefits package. The deter-
mination of whether an individual is an eligible retiree or a quali-
fied spouse or child would be made on a monthly basis. An individ-
ual would be required to establish his or her status as an eligible
retiree or qualified spouse or child by filing an application with the
regional alliance in the area in which the individual resides.4®

Definition of eligible retiree

An individual would be considered an eligible retiree for a month
if, as of the first day of the month, such individual (1) is between
the ages of 55 and 65, (2) is not employed on a full-time basis,50
(3) is not currently eligible for Medicare coverage, and (4) would
have satisfied the employment requirements for Medicare Part A
eligibility at age 65.- e : ' ,

Definition of Qualiﬁed spouse or child e

An individual would be considered a qualified spouse for a month
if the spouse is under age 65 and has been married to the eligible
retiree for at least one year. An individual would be considered a
qualified child for a month if the individual is a child of the eligible
retiree. ' ' ‘ ‘

Under the bill, the surviving spouse of an eligible retiree would
also be considered a qualified spouse for a month if he or she (1)
has not remarried, (2) was married to the eligible retiree at the
time of his or her death, (3) is under age 65, (4) is not employed
on a full-time basis,51 and (5) the deceased spouse would still have

been considered an eligible retiree for the month at issue if such

spouse had not died. If a surviving spouse would be considered a
qualified spouse for a month, his or her children also would be con-
sidered qualified children for the month.

48 Sections 6121 and 6122. . o

49 Under the bill, if an individual makes any material misrepresentations relating to his or
her status as an_eligible retiree or qualified spouse or child to a regional alliance, he or she
would be required to pay a penalty to the State in which the regional alliance is located equal
to the greater of $2,000 or three times the excess payments made based on the misrepresenta- .
tion (secs. 6114(d) and 1374(iX2)). i ’ ’

5o Eligible retirees who work at least 120 hours in a month would be considered full-time em-
ployees (secs. 6114(bX2) and 1901(bX2XA)). o ’

51 Surviving spouses who work at least 120 hours in a month would be considered full-time =

employees (secs. 6114(cX2XC) and 1901(b)(2XA)).
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Effective date

The provisions relating to additional Medicare Part B premiums
would be effective for taxable years beginning after December 31,
1995. The provisions relating to additional health care premiums
would not become effective until January 1, 1998.

C. Payments to Regional Alliance Health Plans (secs. 6201
. and 6202)

In general

Under the bill, each regional alliance would contract with various
health plans interested in providing benefits to individuals residing
in the alliance area. Participating plans would submit a per capita
premium bid for providing the comprehensive benefit package to
individuals residing within the alliance area. L

In addition, under the bill, recipients of Aid to Families with De-
pendent Children (AFDC)52 and supplemental security income
(SSI) 53 benefits would remain eligible for medical coverage through
their State’s Medicaid program 54 but would also be required to en-
roll in a regional alliance health plan to receive the health care
items and services included in the comprehensive benefit pack-
age.55 Payments to a health plan for the coverage of AFDC and SSI
recipients would be unrelated to the plan’s per capita premium
bids. The Secretary of Health and Human Services (the Secretary)
would separately determine AFDC and SSI per capita premiums
for each regional alliance in a State. The same AFDC and SSI per
capita premium would apply to each health plan in a regional alli-
ance. The AFDC and SSI per capita premiums would generally
equal a State’s per capita Medicaid spending for AFDC and SSI re-
cipients residing in the alliance area with respect to items and
services included in the comprehensive benefit package.56

Because each health plan’s per capita premium could differ from
the AFDC and SSI per capita premiums, and because the enroll-
ment of AFDC and SSI recipients among plans would vary, the bill
would require regional alliances to calculate “blended plan per cap-
ita payment amounts” or “blended premiums” for participating
plans each year. To determine a participating plan’s blended pre-
mium, the regional alliance woultf use a formula that would com-
bine the plan’s per capita premium and the AFDC and SSI per cap-
ita premiums but would treat each participating plan as if it en-
rolled the same percentage of non-AFDC/SSI and AFDC/SSI recipi-
ents as the alliance enrolled as a whole. The blended premium
would apply to all individuals enrolled in the plan.

52Under the bill, the term “AFDC recipient” would include an individual who is receiving aid
or assistance under any plan of the State approved under title I, X, XIV, or XVI, or part A or
part E of title IV of the Social Security Act for the month (sec. 1902(3)).

53Under the bill, the term “SSI recipient” would include (1) an individual with res to
whom sutpplemental security income benefits are being paid under Title XVI of the Social Secu-
rity Act for the month, (2) an individual who is receiving a supplementary payment under sec-
tion 1616 of such Act or under section 212 of Public Law 93-66 for the month, or (3) who is
receiving monthly benefits under section 161%(a) of the Social Security Act (whether or not pur-
suant to section 1616(cX3) of such Act) for the month (sec. 1902(33)).

54Under present law, in general, AFDC and SSI recipients receive medical coverage through
Medicaid. Each State administers its own Medicaid program and receives partial funding from
the Federal government.

55 Section 4201(a).

56 Section 9012.
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Comment: By calculating a blended premium for health -
‘plans in this manner, the advantages or disadvantages of
providing coverage to AFDC and SSI recipients would be
spread evenly among all health plans in a regional alli-
ance. '

The regional alliance would use the blended premiums to cal-
culate the actual payments made to participating plans. The bill
would require the regional alliance to reduce a plan’s blended pre-
mium by an administrative allowance percentage which could not
exceed 2.5 percent. The bill would also require the regional alliance
to reduce a plan’s blended premium by an additional 1.5 percent.
Amounts attributable to the 1.5 percent would be sent to the Fed-
eral government for the support of academic health centers and

~ graduate medical education. A plan’s blended premium would also
be reduced, if necessary, to maintain health care expenditures
within the regional alliance’s per capita premium target set by the
National Health Board.57 o
Finally, regional alliances would adjust each plan’s reduced

blended premium to take into account the relative actuarial risk

associated with the individuals covered under the plan in accord-
ance with a risk-adjustment methodology developed by the Na-
tional Health Board.58 . '

Comment: Section 1341(5)(2)(E) of the blllwould requlre R

regional alliances to provide health plans interested in
submitting bids with information relating to the risk-ad-
_justment factors and_reinsurance methodology and pay-
ment amounts (published under section 1341(c)) to be used .
by the regional alliance in computing blended plan pre-
miums in accordance with section 6201 of the biﬁ). Section

1341(c) would require each regional alliance to compute

and publish the risk-adjustment factors and reinsurance
payment amounts to be used by the regional alliance in
computing blended premiums under section 6201 of the
bill. However, the calculation in section 6201 for determin-

ing blended premiums does not include risk-adjustment
factors and reinsurance payment amounts. Under section
1351(c), risk-adjustment factors would apply to blended
premiums after such amounts are calculated. Thus, it is
not clear why sections 1341(a}2)E) and 1341(c) refer to
section 6201 rather than section 1351(c).

Payments to veterans health plans of the Department of Veter-
ans Affairs, Uniformed Services Health Plans of the Department of
Defense, and health programs of the Indian Health Service would

- be calculated in accordance with special rules set forth in the bill.59

Calculation of blended premium
In general v
Each participating plan’s blended premium for a year would
equal the sum of (1) the plan bid component for the plan, (2) the

57 Section 1351(bX2). ’
8 Sections 1351(c), 1541, and 1542,
59 Section 1351(e).
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AFDC component for the alliance, and (3) the SSI component for
the alliance, multiplied by any adjustment factor which would be
applied for the year under section 6202(d) of the bill.

The plan bid component

The plan bid component for a participating plan would be the
product of the final accepted bid for the plan and the plan bid pro-
portion.

The final accepted bid.—The final accepted bid for a plan would
be the per capita premium bid for providing the comprehensive
benefit package to individuals residing within the alliance area as
agreed to by the regional alliance and the plan. The final accepted
bid also would reflect voluntary reductions made by the plan to its
per capita premium bid to avoid a mandatory plan payment reduc-
tion.

The plan bid proportion.—The plan bid proportion for a year
would be a percentage equal to one minus the sum of the Ai'DC
proportion and the SSI proportion. The AFDC proportion for a year
would be the ratio of the average of the number of AFDC recipients
enrolled in the regional alliance’s health plans for the year to the
average of the total number of individuals enrolled in the regional
alliance’s health plans for the year. The SSI proportion for the year
would be calculated in the same way. For example, assume that
there are 1000 alliance-eligible individuals and that 100 of those
individuals would be receiving AFDC payments and 100 of those
individuals would be receiving SSI benefits. Under this example,
the AFDC and SSI proportions would each equal 10 percent and
the plan bid proportion would equal 80 percent.

Comment: Section 6202(a)(1) of the bill states that the
plan bid proportion should be determined “for a class of
enrollment.” Sections 6202(a)(2) and (3) of the bill state
that the AFDC and SSI proportions should be determined
“for a class of family enrollment.” The bill does not specifi-
cally define either phrase but generally the term class of
enroliment in the bill means one of the four premium
classes under the bill (i.e., individual, couple only, single
parent, or dual parent). It is unclear why the bill refers to

. classes of enrollment to calculate the plan bid, AFDC and
SSI proportions because the premiums to which the pro-
portions are applied are per capita premiums and have not
been converted into premiums for each type of family
class. In addition, the blended premium is a per capita
amount and payments to health plans are based on ad-
Jjusted blended premiums.

States would determine the AFDC and SSI proportions based on
the best available data at least one month before the date health
plans would be required to submit bids to regional alliances for the
next calendar year. For the purpose of determining the number of
AFDC and SSI recipients enrolled in a regional alliance, Medicare-
eligible AFDC and SSI recipients would be excluded.

ik
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The AFDC component

The AFDC component for each regional alliance would be the
Frodu“ct of the AFDC per capita premium for the regional alliance
or the year (as determined under section 9012 of the bill) and the
AFDC proportion described above. The Secretary would determine
the AFDC per capita premium for each regional alliance in a State.
The AFDC per capita premium for a regional alliance would equal
the product of (1) the per capita State Medicaid expenditures for
the comprehensive benefit package for AFDC recipients for the
State for the year and (2) the regional alliance adjustment factor
for the year for the regional alliance.

Per capita State Medicaid expenditures.—The per capita State
Medicaid expenditures for the comprehensive benefit package for
AFDC recipients for a year would be equal to the gross amount of
payments under the State Medicaid plan with respect to health
care items and services included in the comprehensive benefit
package for AFDC recipients in fiscal year 199360 divided by the
number of AFDC recipients enrolled in the State Medicaid plan in
fiscal year 1993. The Secretary would rely on actual reports from
the State to determine the number of AFDC recipients in the State
in fiscal year 1993.61 The amount of the per capita State Medicaid
expenditures for fiscal year 1993 would be adjusted to take into ac-
count increases in Medicaid spending between the end of fiscal year
1993 and the year before the first year a State implemented health
care reform. The amount of a State’s fiscal year 1993 Medicaid ex-
penditures for AFDC recipients would be increased by the lesser of
(1) 32.2 percent if 1996 is the State’s first year of health care re-
form (the first year), 46.6 percent if 1997 is the State’s first year,
or 62.1 percent if 1998 is the State’s first year, or (2) the actual
estimated rate of increase in per capita State Medicaid expendi-
tures between fiscal year 1993 and the year before the State’s first
year as determined by the Secretary. The Secretary would be re-
quired to adjust its estimate so as to eliminate any change in Med-
icaid expenditures that are attributable to a reduction in the scope
of services, an arbitrary reduction in payment rates, or a reduction
in access to high quality services under the State Medicaid plan.
For a State’s first year and each year thereafter, the National
Health Board would increase the State’s per capita State Medicaid
expenditures by a factor equal to 1 plus the general health care in-
ﬂftignn )fa(;ton for the year (as defined under section 6001(a)}3) of
the bill).

Regional alliance adjustment factors.—The bill would require the
Secretary to calculate per capita Medicaid expenditures for AFDC
recipients on a State-wide basis. If the State established more than
one regional alliance, the bill would require the State to calculate
a regional alliance adjustment factor for each regional alliance. The
Secretary would multiply the State’s per capita Medicaid expendi-
tures by the regional alliance adjustment factor to determine the
alliance’s AFDC per capita premium.

60 For the purpose of determining a State’s Medicaid expenses in 1993, expenses for which no
Federal financial participation was Frovided would be excluded. In addition, disproportionate
sh:lrg e};tayme;oti!\zn)der section 1923 of the Social Security Act would also be excluded. )
ion a). :
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The regional alliance adjustment factor would reflect variations
in each regional alliance’s per capita premium targets as well as
variations in Medicaid spending across regional alliances where the
weighted average of such factors would be one. For the purpose of
computing adjustment factors, the weighted average would be de-
termined based on the number of AFDC recipients enrolled in each
regional alliance in a State. In determining the number of AFDC
recipients enrolled in a State, States would be required to use the
same data that would be used to determine the AFDC and SSI pro-
portions (described above).

The SSI component

The SSI component for each regional alliance would be the prod-
uct of the SSI per capita premium amount for the regional alliance
for the year (as determined under section 9013 of the bill) and the
SSI proportion described above. The Secretary would determine the
SSI per capita premium for each regional alliance in a State for the
year in the same manner as it would determine the AFDC per cap-
ita premium for the regional alliance, except that the percentages
applied to account for increases in State-Medicaid spending for SSI
recipients between fiscal year 1993 and a State’s first year would
be different. The percentages would be 29.4 percent if a State’s first
year is 1996, 43.7 percent if a State’s first year is 1997, and 58.8
percent if a State’s first year is 1998. '

Blended premium adjustment factér

Under the bill, blended premiums would be calculated based on
each State’s projected estimate of the proportion of AFDC and SSI
recipients that would enroll in the regional alliance in the following
calendar year (referred to as the reference year). If a State’s pro-
jected AFDC or SSI proportions for the reference year prove to be
incorrect based on actual enrollment data, the bill would require
the regional alliance to increase or decrease each participating
plan’s blended premium in the following year (referred to as the
applicable year) to eliminate any underpayment or overpayment to
participating plans in the reference year. The provision would also
permit the Secretary to adjust incorrect blended premiums during
the reference year with final adjustments in the applicable year as
provided in regulations.

The regional alliance would determine the amount of any adjust-
ment as follows. The regional alliance would first determine the
amount of any underpayment or overpayment to participating
plans in the reference year by calculating the difference between
(1) the total amount paid to participating plans in the reference
year using projected AFDC and SSI proportions to compute blended
premiums and (2) the total amount that would have been paid to
participating plans in the reference year using actual AFDC and
SSI proportions to compute blended premiums. Next, the regional
alliance would determine an adjustment percentage based on the
ratio of the underpayment or overpayment to participating plans in
the reference year to the amount of the total blended premiums
which the regional alliance estimates it would pay to all participat-
ing plans in the applicable year. If participating plans were under-
paid in the reference year due to incorrect projections, the blended

i
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premiums for the applicable year would be increased by the adjust-
ment percentage. On the other hand, if participating plans were
overpaid in the reference year due to incorrect projections, the
blended premiums would be reduced by the adjustment percentage.

Example of a blended premium calculation: Assume that
the final accepted bid for Plan A is $2,000 and the plan bid
proportion for Plan A is 60 percent for 1997. Thus, the
plan bid component for Plan A would equal $2,000 times
60 percent, or $1,200.

~__ Further assume that the AFDC per capita premium for
the regional alliance in which Plan A participates is
$1,800, the SSI per capita premium is $1,700, the AFDC
proportion is 30 percent, and the SSI proportion is 10 per--
cent for 1997. Thus, the AFDC component would equal
$1,800 times 30 percent or $540 and the SSI component
would equal $1,700 times 10 percent or $170. Plan A’s
blended gremium for 1997 would equal $1,200 plus $540
plus $170 or $1,910 in 1997. , R

Assume, however, that the State incorrectly projected
the AFDC and SSI proportions used by the regional alli-.
ance to calculate Plan A’s blended premium for 1997 and
that the correct AFDC and SSI proportions were 35 per-

- cent and 15 percent, respectively. Thus, the plan bid pro-
~ portion should have been 50 percent. Plan A’s blended pre-
mium based on corrected proportions would equal $1,000
($2,000 times 50 percent), plus $255 ($1,800 times 35 per-
cent), plus $255 (&700 times 15 percent) or $1,885. ’

The regional alliance would reduce Plan A’s 1998 blend-

~ ed premium to correct the overpayment to Plan A for 1997
as follows. The regional alliance would first determine the
difference between the amounts paid to all plans in 1997
and the amount that should have been paid in 1997 based
on actual enrollment. Assuming that Plan A is the only
plan in the alliance, the difference would be $25 ($1,910 -
minus $1,855). The regional alliance would then determine
an adjustment percentage to be applied to Plan A’s blend-
ed premium in 1998. The adjustment percentage would be
the ratio of $25 to the total estimated blended premiums
for 1998. Plan A’s blended premium for 1998 would be de-
creased by the adjustment percentage. N '



II1. EXAMPLES OF PREMIUM CALCULATIONS

A. Example 1: Regional Alliances

1. Assumptions

For a given yeér, a regional alliance receives bids from two
health plans. Plan A submits a per capita bid of $1,500. Plan B
submits a bid of $1,600.

The National Health Board has set the per capita premium tar-

get for the alliance for the year at $1,550. The Board has set the
national premium class factor (applicable to all regional alliances)
for the single parent class of enrollment at 2.05, and for the dual
parent class of enrollment at 2.25. (The premium class factors for
the individual class and the couple-only class are statutorily speci-
fied to be 1.0 and 2.0, respectively.)

The regional alliance has calculated its uniform per capita con-
version factor to be 1.25. The alliance estimates that 10,500 re-
gional alliance eligible individuals reside in the alliance, and that
these individuals are members of 4,000 separate families. The alli-
ance estimates that 1,000 families will be in the individual class
of enrollment, 1,000 will be in the couple-only class of enrollment,
1,000 will be in the single parent class of enrollment, and 1,000
will be in the dual parent class of enrollment. The alliance further
estimates that each couple-only family, on average, will include 1.5
full-time equivalent wage earners, and that each dual parent fam-
ily will include, on average, 1.3 full-time equivalent wage earners.
(In other words, there would be a total of 1,500 full-time equivalent
wage earners in the couple-only class of enrollment, and a total of
1,300 full-time equivalent wage earners in the dual parent class of
" enrollment.)

The regional alliance also estimates that $500,000 of the total
payments it expects to be owed for the year are not likely to be col-
lected. Lastly, the alliance estimates that 75 percent of the partici-
pants in each class of enrollment will choose Plan A, and 25 per-
cent will choose Plan B.

2. Premium calculation for each plan

Based on the per capita bids submitted to the regional alliance
by each health plan, and using the premium class factors and uni-
form per capita conversion factors, the alliance would calculate a
premium amount for each health plan in the alliance:

(70)
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A) 1:) Weighted
. PamA  PlamB S,
(a) Per capita bid ................... 1,500 - 1600 1,525
(b) Uniform per capita con- ,
version factor ........ccceeuvene. 1.25 125  .orrveeeereeneneens
(c) Plan premium for an indi-
vidual ((a) X (b)) .eeverevennnne - 1,875 2,000 1,906
(d) Plan premium for couples
((€) X2.0) v 8,750 4,000 3,813

(e) Plan premium for single
parent enrollment ((c) X : : :
2.05) e 3,844 4,100 3,908
(f) Plan premium for dual
parent enrollment ((c) X
2.25) corieriininrnnnieenineniesienaees 4,219 4,500 4,289

Note that the weighted average bid for the alliance ($1,525) is
less than the per capita premium target for the alliance (él 550).
As a result, the premium caps will not be triggered, and Plan B
will not be subject to any reductions, even though the per capita
bid for Plan B exceeds the regional alliance target

3. Employer share/family share of premiums for each class of
enrollment (generally)

For each class of enrollment, the regional alliance would cal-
culate the base employment premium (i.e., the amount that would
be due from each employer for each full-tlme employee (or reduced
proportionally for part-time employees)), and the family share of
premiums for each family. The following family share amounts
would apply to any family including a total of at least one full-time
equivalent employee that qualifies for no other credits or discounts.

Individuals:

Base employment premium: 80% x $1,906 = $1,525
Family share

Plan A: $1,875—809%($1,906)=$350

Plan B: $2,000 — 80%($1,906)=$475

Couple-only:

Base employment premium
(equal to 80% of the total premiums for couple-only families
divided by the number of full-time equivalent employees in
the couple-only class) ;

80% x ($3,812 x 1,000)/1,500=$2,033

Family share
Plan A: $3,750 — 80%($3,813)=$700
Plan B: $4,000 - 80%($3,813)=$950

Single parent:
Base employment premium (also applies to dual parent class)
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(equal to 80% of: the total premiums for single parent fami-
lies plus the total premiums for dual parent families, divided
by the number of full-time equivalent employees in both
classes)

80% x [(($3,908 x 1,000)+($4,289 x 1,000))/(1,000+1,300)1=$2,851

Family share
Plan A: $3,844 — 80%($3,908)=$718
Plan B: $4,100 — 80%($3,908)=$974

Dual parent:

Base employment premium (as calculated above)=$2,851
Family share

Plan A: $4,219 — 80%($4,289)=$788

Plan B: $4,500 — 80%($4,289)=$1,069

Shortfall add-ons

Assumptions: .

Of the 10,500 regional alliance eligible individuals residing in the
alliance area, 500 are members of families whose family share of
premiums is zero (e.g., because they are AFDC or SSI recipients,
or their adjusted income is less than $1,000).

Per capita shortfall amount:
The per capita collection shortfall amount would be:
$500,000/(10,500 — 500)=$50 per person

To determine the amount of shortfall payment to be paid by each
employer and each family in the alliance, the same formulas are
used as were used to calculate the premium amount for each plan,
but the per capita shortfall amount is substituted for the per capita
bid amount:

Family share:

(A) Family share
Total 20% X (A)
(a) Per capita shortfall amount ............... 50 e
(b) Uniform per capita conversion factor 125 e
(c) Individual class ((@) X (b)) ...cueeeuneeiee. 63 13
(d) Couple-only class ((¢) x 2.0) ............... 125 25
(e) Single parent class ((c) x 2.05) .......... 128 26
(f) Dual parent class ((c) x 2.25) ............. 141 28

Note: Due to rounding, some of the calculations may appear inconsistent.

Employer share:

Individuals: 80% x $63=$50

Couple-only: 80% x ($125 x 1,000)/1,500=$67

Single parent/Dual parent: 80% x [(($128 x 1,000)+($141 x
1,000))/(1,000+1,300)}1=$94
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Specific employer calculation = . .. .

Assumptions:

ABC Co. employs 20 full-time workers and 50 half- tlme (i.e., 60
hours per month) workers, all of whom are qualifying employees
residing in the regional alliance described above. All of the full-
time workers are in the couple-only class of enrollment, and all of
the half-time workers are in the individual class of enrollment

This year, ABC Co. pays all of its workers a total of $900,000 in

wages. The amount it would pay to the reglonal alliance is cal-
culated as follows. =y

Base employment premiums:

The base employment premlums of $1 525 per employee in the.

individual class and $2,033 per employee in the couple-only class

(as calculated above) would be utilized to calculate the total base

employment premiums for ABC Co.

(a) Individual class (25 full-time equlvalent employees)
25 x $1,525 = $38,125

(b) Couple-only class (20 full-time equivalent employees)
20 x $2,033 = $40,660

(¢) Total base employment premiums ((a) + (b))
$38,125 + $40,660 = $78,785

Percent of payroll caps:

ABC Co. would first calculate its average annual wage per full-
time equivalent employee (i.e., total wages paid to qualifying em-
ployees divided by the number of full-time equivalent employees):

$900,000/45 = $20,000

The bill provides that an ‘employer with between 25 and 50 full-
time equivalent employees earning an average annual wage of be-
tween $18,001 and 521 000 would be subject to a payroll cap of 7.1

ercent. Applymg the payroll cap to ABC’s total payroll of
5900 000, we get 7.1 percent x $900,000 = $63,900.

Because the cap is less than the total base employment pre-
miums calculated above, ABC will only be required to pay to the
regmnal alliance $63, 900 1n base employment premiums this year

Shortfall add-on:

Individual employees: 25 x $50 = $1,250
Couple-only employees: 20 x $67 = $1 340
Total shortfall add-on: $1,250 + $1,340 = $2,590

Because the percent of payroll caps do not apply to the shortfall
add-on, ABC Co. will have to pay an additional $2,590 to the re-
gional alliance (to compensate for a portion of the alliance’s bad
debts). Thus, ABC Co. will make payments to the regional alliance
totalling $66,490 this year.
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Specific family calculation (for a low-income family)
Assumptions:

The Green family consists of two adults and one child (i.e., they
are in the “dual parent” class of enrollment). They have selected
Plan A for their health care coverage (although they were eligible
to enroll in either Plan A or Plan B). Mr. Green had regular em-
ployment of 60 hours every month during the year, and Mrs. Green
had regular employment of 40 hours every month during the year.
Their family adjusted income for the year was $12,000. Of this ad-
justed income, $9,000 was from Mr. and Mrs. Green’s regular em-
ployment, and the other $3,000 was from odd jobs which never
amounted to more than 40 hours of employment per month (i.e.,
employment with respect to which no employer premium payments
were required). The applicable poverty level for this year is
$10,000, and the income threshold amount is $1,000. Neither of the
Greens’ employers have made any voluntary premium payments in
excess of the required employment premium amounts. The family
share of premiums would be calculated as follows.

Base amount of family premiums:

The base amount of premiums for the Greens would be equal to
the premium for the plan they select, plus the family share of the
shortfall add-on:

$4,219 + $28 = $4,247
Credits and discounts:

Alliance credit
Every family is entitled to an alliance credit of 80 percent of the
weighted average premium for their class of enrollment:
80% x $4,289 = $3,431
Income-related discount

The Greens would also qualify for an income-related discount.
First, the “family obligation amount” would be calculated, based

- upon the Green’s $12,000 of adjusted income, the assumed income

threshold amount of $1,000, the assumed poverty level of $10,000,
the calculated weighted average premium for the dual parent class
of $4,289, the calculated alliance credit of $3,431, and the 3-percent
formula specified in the bill:

[(3% x $10,000)/($10,000 — $1,000)] x ($10,000 — $1,000) = $300
plus,

[(($4,289 — $3,431) — (3% x $10,000))/(50% x $10,000)] x ($12,000
— $10,000) = $223

for a total of $300 + $223 = $523. However, the bill provides that
the family obligation amount is limited to 3.9 percent of adjusted
income. In this case, 3.9 percent of $12,000 is $468. Thus, the fam-
ily obligation amount for the Green family is only $468.



75

The amount of the income-related premium discount is equal to
20 percent of the weighted average premium, less the family obli-
gation amount:

(20% x $4,289) — $468 = $390
Excess premium credit

Because the example assumes that no plan payment reductions
were necessary (because the weighted average bid was less than
the premium target for the alliance), there will be no excess pre-
mium credit.

Corporate alliance opt-in credit

For simplicity, assume that there are no large employers with
employees residing in the regional alliance area who are eligible to
form a corporate alliance, but instead participate in the regional al-
liance. Thus, there will be no corporate alliance opt-in credit.

Total credits and discounts

The Greens would be entitled to total credits and discounts of
$3,431 + $390 = $3,821.

Repayment obligation:

‘Because Mr. and Mrs. Green’s total employment is less than one
full-time equivalent worker, they must repay a portion of the alli-
ance credit. :

First, the general repayment obligation amount would be cal-
culated. It is equal to the base employment premium for the class
of enrollment, here $2,851. _

Because both of the Greens were employed on a part-time basis,
their repayment obligation is partially reduced. Mr. Green’s em-
ployment is the equivalent of .5 full-time employee (calculated as
60 hours/120 hours). Mrs. Green’s employment is the equivalent of
.33 full-time employee (calculated as 40 hours/120 hours). Together,
their employment is the equivalent of .83 full-time employee. Their
repayment obligation would therefore be reduced by .83 x $2,851,
or $2,366. The reduced repayment obligation thus would be equal
to $2,851 less $2,366, or $485.

The Greens’ repayment obligation, however, would also be lim-
ited based on their income. First, the Greens’ “wage-adjusted in-
come” would be determined. This amount equals the family’s ad-
justed income less any wages with respect to which an employer
;vas required to pay employment premiums: $12,000 less $9,000, or

3,000.

Then, the amount of liability would be calculated, based upon the
Greens’ wage-adjusted income of $3,000, the assumed poverty level
of $10,000, the assumed income threshold amount of $1,000, and
the 5.5-percent formula specified in the bill:

[(6.5% x $10,000)/($10,000 — $1,000)] x ($3,000 — $1,000) = $122
Thus, the Green’s repayment obligation would be limited to $122.

75-969 0 - 94 - 4
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Total family share: ,
After considering all available credits and discounts, the Green

family’s share of premiums would be the base amount, less the
credits and discounts, plus the repayment obligation:

$4,247 - $3,821 + $122 = $548
Self-employed individuals
Individual class of enrollment: .

Assumptions

Self-employed individual John Doe, who is single and has no de-
endents, has net earnings from self-employment for a year of
560,000, and enrolls in Plan A. John has no employees. Under the
bill, he is treated as his own employer for purposes of calculating
the premium owed.

Premium payment required
! John Doe’s total premium payment would be calculated as fol-
ows: o - L
Employer share: 80% x $1,906 = $1,525
Employer share of shortfall add-on (see above): $50
Family share: $1,875 — 80% ($1,906) = $350
Family share of shortfall add-on (see above): $13
s 'I;;)tal required premium payment: $1,525 + $50 + $350 + $13 =
1,938

Couple-only class of enrollment:

Assumptions

Self-employed individual Jane Jones is married and has no chil-
dren (that is, she is in the couple-only class of enrollment). Jane’s
husband (Mr. Jones), works full-time for a regional alliance em-

loyer. Jane has net earnings from self-employment for a year of
560,000 and enrolls in Plan A. She has no employees.

Premium paymeﬁt required

Jane Jones’s total premium would be calculated as follows (see
above for derivation of the numbers):

Employer share: 80% x ($3,813 x 1,000)/1,500 = $2,033

Employer share of shortfall add-on (see above): $67

Family share: $3,750 — 80% ($3,813) = $700

Family share of shortfall add-on: $25

Total required premium payment from Jane Jones: $2,033 + $67
+ $700 + $25 = $2,825

Note: Mr. Jones’ employer would also be required to pay to the
regional alliance the base employment premium for the couple-only
class and the employer share of shortfall add-on, $2,033 + $67 =
$2,100. The total payments made to the regional alliance with re-
spect to the Jones family would thus total $4,925.

@



B. Example 2: Corporate Alliance

Assumptions

A corporate alliance offers two health plans in a given premium
area, Plan A and Plan B. The alliance estimates that 75 percent
of participants in each class of enrollment will choose Plan A and
that 25 percent will choose Plan B.

Under the bill, the corporate alliance determines the premiums
for each plan for each premium area for each class of enrollment.
The corporate alliance determines that the premiums for a given
premium area for each plan for each class of enrollment are as
zllmwri1 in the following table. The weighted average premium is

so shown.

A) ®B) ' Weighte(i .

Class of enrollment Plan A Plan B (ﬂgxe:a.ggB)
Individual .....ccccoovvvrcvvneneeee. $1,875  $2,000 $1,906
Couple ...ccovveeieeeieeeeeeeeeesenan 3,750 4,000 3,813
Single parent ...........coeueeunen.. 3,844 4,100 ‘ 3,908
Dual parent ............uuueeeun...... 4219 - 4500 4,289

[Note: In order to make this example comparable to the preced-
ing example for regional alliances, the premium numbers used in
the examples are the same. However, the processes by which re-
gional alliance premiums and corporate alliance premiums are ar-
rived at are very different.] = oo s e

Employer share and family share of premiums for each class
of enrollment

For each class of enrollment, the corporate alliance employer is
required to pay 80 percent of the weighted average premium for
each class of enrollment for each full-time employee enrolled in the
corporate alliance plan. [Note, for employees not enrolled in the
corporate alliance plan, the employer pays premiums under the
rules applicable to regional alliance plans. This could happen in a
number of cases. For example, part-time employees receive cov-
erage under the regional alliance plan, not under a corporate alli-
ance plan. If full-time employee who has a spouse the couple could
elect to be covered under the spouse’s plan (whether through a cor-
porate or regional alliance.)] For a family that is not entitled to any
credit or discount other than the alliance credit, the family would
pay the difference between the required corporate employer pre-
mium and the premium for the plan the family is enrolled in.

Individuals:
Corporate employer premium: 80% x $1,906 = $1,525
’ (77)
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Family share:

Plan A: $1,875 — $1,525=$350
Plan B: $2,000 — $1,525=$475

Couple only:

Corporate employer premium: 80% x $3,813 = $3,050
Family share:

Plan A: $3,750 — $3,050 = $700
Plan B: $4,000 — $3,050 = $950

Single parent:

Corporate employer premium: 80% x $3,908 = $3,126
Family share:

Plan A: $3,844 — $3,126 = $718
Plan B: $4,100 — $3,126 = $974

Dual parent:

" Corporate employer premium: 80% x $4,289 = $3,431
Family share:

Plan A: $4,219 — $3,431 = $788
Plan B: $4,500 — $3,431 = $1,069
Note: The corporate alliance employer premium is higher for the

couple, single parent, and dual parent classes of enrollment than
the comparable premiums for regional alliance employers. This is
because in the case of regional alliance employers, the employer
premium is reduced to take into account the fact that there may
be more than one worker per family and the regional alliance uses
a blended rate for single- and dual-parent families. No such adjust-
ments are made in the case of corporate alliance employers.

Total employer premium

The total employer premium (not taking into account any addi-
tional premiums for low-wage employees, described below) would
be equal to the number of employees in each class of enrollment
multiplied by the employer premium for that class of enrollment.
In addition, as described below, the employer would have to pay
the corporate assessment and would have to pay an additional
amount for low-wage employees.

Additional employer premium for low-wage employees

Employees who have annualized wages of less than $15,000 are
not required to pay the entire amount of the family share, but are
entitled to a premium subsidy. The corporate alliance employer is
required to pay the amount the employee would have paid but for
the subsidy. In other words, corporate alliance employers are re-
quired to pay an additional amount for their low-wage employees.

The amount of the low-wage subsidy is equal to the excess (if
any) of (1) 95 percent of the premium for the least expensive plan
that is a lower or combination cost sharing plan (as determined for
the class of enrollment and premium area) over (2) the amount of
the required employer premium (for the class of enrollment and
premium area).

*
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In this example, Plan A is a lower cost sharing plan. The addi-
tional amount the employer would have to pay for low-wage em-
ployees for each class of enrollment is as follows:

B)
(A) H Low-
Class of enrollment 95% % . . gg%‘l‘;;zg st?bsvivgge

Plan A premium (A-B) N
Individual ......cccccovvmmrnrcerrreenenne $1,781 $1,525 $256
Couple only ......cccovvviicrecccennennne, 3,563 3,050 513
Single parent ..........cccooevveeeunenn... 3,652 3,126 526
Dual parent ...........ccoeeuveeieenrnnn. 4,008 3,431 577

Corporate assessment

‘In addition to required premiums, corporate alliance employers
wouldl 1have to pay a corporate assessment equal to 1 percent of
payroll.



IV. ANALYSIS OF THE ECONOMIC EFFECTS OF HEALTH
INSURANCE MANDATES

" A, Overview

The bill would require that all individuals purchase health insur-
ance and that employers pay for a portion of the cost of insurance
for their employees. The bill raises a number of issues relating to
why and how the purchase of health insurance is mandated. These
issues can be considered both generally (e.g., the general impact of
mandates on an individual’s behavior and well being) and under
the bill specifically (e.g., the effects that the particular provisions
of the bill may have on (1) the decision to hire an employee and
(2) the manner in which firms are organized).

B. Rationales for Mandated Health Insurance
The goals of universal coverage and uniform pricing

_In general

Universal coverage is an explicit, central goal of the bill. The bill
also assumes that some level of uniform pricing is a desirable ele-
ment. These two goals combine to necessitate a mandate on indi-
viduals to be insured.

People differ in their health risks—some have healthy lifestyles
and have no history of family illness, while others are more suscep-
tible to either accident or disease, or both. Other things being
equal, an insurance company would normally charge people with
higher risks higher premiums, because they are expected to use
more medical services, at higher cost, than average. Similarly, in
a competitive insurance market, the insurer would charge lower
premiums to lower risk individuals, because they are expected to
have fewer, less costly, claims in a given year.

Economists generally support pricing policies that charge individ-
uals the full cost of the services they purchase. This is because an
individual who pays less than the cost of the service will be in-
duced to consume too much of the service from a social point of
view. On the other hand, if the individual pays more than the cost
of the service he or she will choose to consume too little of it.

Differential pricing of health insurance across individuals of dif-
ferent risk may be either undesirable or impossible (see the discus-
sion below). If insurance must be priced uniformly—either because
such an approach is desired by society or because it is necessary—
then without a mandate on individuals to be insured (be it through
their employer or otherwise), universal coverage will not occur be-
cause persons who pay more than the cost of the service they re-
ceive will choose not to buy it. If people are not required to pur-
chase insurance at the uniform price, then adverse selection may

(80)

%
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occur, with the possible result that only bad risks are left in the
insurance pool (see discussion below).

Aduverse selection -

Suppose health insurance is priced uniformly for a pool of indi-
viduals who have different health risks. At first, high-risk individ-
uals in the pool would benefit from such an arrangement, because
their premium would be less than their expected costs (which are
higher than average). Low-risk individuals would be disadvantaged
because their premium would be higher than their expected costs
(which are lower than average). In effect, the Eood risks would be
subsidizing the bad risks in this situation and, if individuals are
allowed to choose whether to be insured or not, the good risks
might decide that it is better to forgo insurance at such a high

rice (relative to the value they put on it). When the good risks
ﬁaave the pool, however, the average cost of those left increases,
Prices must increase for the insurer to break even, and the lower-

risk individuals will face a premium greater than the value of the

insurance. These individuals will then leave the pool. This process
of attrition, known as adverse selection, could continue until only
the very bad risks are left in the insurance pool.62 Of course, not
all good risks will necessarily leave the pool. Those with high in-
comes or less willingness to bear risk may be willing to pay a high-
er price for greater coverage. a o S

If an explicit policy goal of health care reform ‘is “universal cov-
erage, then the effects of adverse selection require some govern:
ment intervention. One response would be for the government to
mandate that all individuals buy insurance, so that good risks can-
not drop out of the market. In practice this would require that all
individuals purchase some minimum level of insurance; ‘covering
what is considered a suitable range of services and incorporatin,
suitable cost sharing (eg, §eductibles, coinsurance, ang
copayments).63 Such a system could permit individuals who desire
more protection to purchase additional insurance, presumably at a
cost that reflects actual value. ; V

While the goal of universal coverage is central to many health
care reform 1;;roposals, adverse selection will mean that, under a
mandate with uniform pricing, individuals who face less risk will
subsidize those who are more likely to need medical care.

Desirability of uniform pricing~ =~

The main argument against uniform pricing of mandated pur-
chases of goods and services is that individuals with expensive
needs or tastes should not receive subsidies from those with more
modest needs or tastes, In the context of health services, this argu-
- ment would take the form that individuals with low health needs
should not be required to subsidize those with greater needs. This

¢2Not requiring that all individuals buy insirance would be like trying to redistribute income
through the tax S{stem while ‘allowing individuals to decide whether they wished to pay tax or
not. The rich would prefer not to be in the system, because they would subsidize the poor. Only
a limited amount of redistribution would occur, through charitable organizations. .

63The determinants of “suitable” in this context are a separate issue. If the government wish-
es to control health care costs, then the mandated package may be quite limited, and the cost -
sharing requirements relatively high."On the other hand, a sufficiently wide range of services
should be included to satisfy basic medical needs, and the out-of-pocket expenses must be low
enough to protect individuals in times of serious illness, ; o o B
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argument is frequently made most strongly where the health risks
are the result of life-style choices, such as smoking, drinking, or
eating habits. However, the argument may not be particularly com-
pelling. Although redistribution of resources in our society is usu-
ally thought of in terms of money income—those who earn more
are required to transfer resources to those who earn less—the same
moral/ethical principles underlying the redistributive aspects of the
Federal (and State) tax and spending programs could apply with
equal force to health needs. To the extent that healthy individuals
are considered to be better off than individuals with high health
care needs, redistribution from the first group to the second is con-
sistent with the general approach of other Federal (and State) pro-
grams.

Furthermore, the amount of such redistribution is significantly
reduced if the analysis is performed on a longer range basis.
Health risk characteristics change over the course of an individ-
ual’s life. Single men in their twenties have much lower health care
needs than women of child-bearing age, who in turn have fewer
needs than the elderly.64 In any given year the health care needs

of two different people may vary significantly, but over individuals’

lifetimes, such needs are less variable. In this case, redistribution
from low- to high-risk individuals in any given year may not rep-
resent a large redistribution between individuals over their life-
times. This argument supports uniform pricing without regard to
age as a means of effecting lifetime (as opposed to annual) health
insurance.65

However, there could be a number of problems with community
rating across individuals of different ages. First, younger (generally
healthier) people, who in any given year would subsidize older peo-
ple, may face liquidity constraints, in which case an unreasonable
burden might be placed on them. Second, the transitional effects of
moving to a system with full community rating might be considered
undesirable because the adoption of such a policy would have an
equivalent effect to an increase in the national debt.66 Further, an-
nual community rating could result in a redistribution from people
who live short lives to longer lived individuals.67

Apart from these possible problems, if society believes that the
Federal Government has a role in redistributing not only from rich
to poor in the normal sense, but also from healthy to sick, and if
effective lifetime insurance is desired, then some degree of uniform

84 Of course, other factors besides age influence an individual’s risk characteristics.

65 A common concern in current insurance markets is that if an individual has a large medical
expense in one year, premiums will increase in all subsequent years. Thus, insurance may cover
expenses in a particular year, but may not protect fully against future costs.

66 To see this, note that in the first few years after a policy change to uniform pricing, mem-
bers of the current older generation would be subsidized by the current young, without being
resgnsible for subsidizing anyone else themselves. This pattern of transfers is exactly identical
to that which would occur in setting up a new pay-as-you-go social security system (where taxes
on the current ‘young pay for benefits to the current elderly). In both cases, the current elderly
receive a transfer which is paid for by future generations. Similarly, when the national debt is
increased, current generations can increase their consumption at the expense of future genera-
tions. For more discussion of these issues, see Laurence J. Kotlikoff, Generational Accounting:
Knowing Who Pays, and When, for What We Spend, (1992) (New York: The Free Press).

67For example, suppose one individua} lives 80 years, and another lives 40 years. If individ-
uals’ medical expenses increase with their age, then the first individual will receive a net trans-
fer from the second.

@
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pricing is desirable. As discussed above, if such a policy is chosen,
a mandate is necessary.s8

Factors that make uniform pricing necessary

Even without government intervention in pricing decisions, it
might be difficult for an insurance company to distinguish among
individuals of different risk. Two individuals who are identical in
all respects other than their risk of incurring medical expenses
would then have to be charged the same premium, equal to the av-

erage cost of all policyholders of the particular company. Low-risk

individuals would again subsidize high-risk ones, and tend to leave
the market. In extreme cases, the market could fail completely, and
insurance would not be available to many who were willing to pay
more than its actuarial cost. This is inefficient, and a mandate
would help reduce the inefficiency.69

Currently there is more concern that insurance companies can
distinguish between individuals of different risk than that they
cannot do so. That is, policymakers may be more concerned with
excessive “cream-skimming” behavior of insurance companies than
with their inability to price differentially.70 This suggests that the
desirability of uniform pricing is a stronger argument for a man-
date than is the necessity of uniform pricing due to information
constraints on firms.

Other rationales for mandates on individuals

In general

There are a number of other arguments, independent of the goals
of universal coverage and uniform pricing, for requiring individuals
to purchase insurance. These stem from the idea that the markets
for health care and health insurance are somewhat different from
what are commonly thought of as “typical” markets (like those for
bread or automobiles). First, individuals may not know what is in
their best interests or if they do, this might not conform to what
society sees as being in their best interests. Second, the govern-
ment may not be able to commit to denying health care services to
those needing them, in which case individuals will have an incen-
tive to “free ride”, that is, to obtain services that others pay for.

Consumer information

Generally, economists argue that in the absence of public policy
goals to the contrary, governments should not interfere in decisions
made by individuals about how to spend their money. For example,
an individual who chooses to consume more bread and less potatoes

68 A mandate may not be necessary if the uniform price is set low enough, and lar%e enough
government subsidies are provided to everyone. As an extreme example, if the price of the com-
prehensive package were set at $1, then it is very likely that everyone would buy it, even with-
out an explicit mandate to do so. ) T

69 The welfare properties of compulsory insurance vis & vis unregulated insurance are difficult
to predict in general. However, if universal coverage is an explicit policy goal, then information
K;oblems suggest the need for a mandate. See Charles Wilson (1977) “A Model of Insurance

arkets With Incomplete Information,” Journal of Economic Theory, and Michael Rothschild
a;_agk Joseph Stiglitz (1976) “Equilibrium in Competitive Insurance Markets,” Quarterly Journal
of Economics. )

70 Cream-skimming is also referred to as “cherry-picking”, whereby insurance companies try
to select the least risky individuals.
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probably has a preference for bread, which economists believe
should be respected.

It is frequently argued that government intervention is appro-
priate when individuals are not well informed about the benefits or
costs (to themselves or others) of some of their choices. For exam-
ple, if some parents underestimate the benefits of schooling for
their children, they may not send them to school for the appro-
priate length of time. It may thus be socially beneficial for the gov-
ernment to mandate school attendance. Similarly, if individuals
consistently underestimate the chance or potential cost of a car ac-
cident, the government might wish to require them to purchase
auto insurance. Under this reasoning, if individuals do not under-
stand or appreciate the health risks they face, the government
might want to require them to purchase some level of health insur-
ance. Since individuals differ considerably with respect to health
needs, the government would have difficulty knowing exactly what
level of insurance is appropriate for each person. As a result, the
government would be likely to impose relatively uniform insurance
requirements on all individuals, regardless of their actual needs or
how well informed they actually are. : _ S

Some view this argument for government intervention as overly
paternalistic (i.e., that the government knows better than at least
some individuals what is best for them). If a uniform mandate is
imposed, it is likely to impose an unnecessarily high level of insur-
ance on some individuals. To the extent that only some individuals
are uninformed about the appropriate level of insurance for them-
selves, the rest of the population may be forced to conform with an
externally imposed level of insurance that they do not desire.

Government commitment

By buying health insurance, an individual protects himself or
herself against the expense of current. or future health care needs
at the price of giving up some other extra consumption today.
Other things being equal, the consumer will buy more insurance if
he or she wants further to reduce this risk.

Many societies provide health services to those who need them,
even to those who do not pay for the services. Suppose, for exam-
ple, that an individual has an accident and needs more health care
services than her insurance (if any) covers. If the government were
to act as it does in the example of bread and potatoes, it would
have no reason to intervene; the individual was willing to accept
the higher risk in return for a lower premium. But the government
will usually not promise to allow accident victims without insur-
ance to die, or to withhold necessary care from other uninsured in-
dividuals. By providing at least catastrophic insurance (free of
charge), the government could induce some (possibly many) individ-
uals not to purchase insurance themselves. The quantitative sig-
nificance of the implicit insurance, in terms of the number of indi-
viduals that choose not to purchase their own coverage, clearly de-
pends on the quality of the publicly provided care.?! In such a sys-

71For example, long waiting lines in emergency rooms could be necessary to discourage too
many people from relying on emergency care. This ent is sometimes used to rationalize
igh transactions costs in the consumption of other public services, such as unemployment bene-

- fits, food stamps, etc. For a more general discussion of these issues see “Stigma and Quality

w®
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tem some people will buy insurance, while others “free-ride”, i.e.,
obtain the services without paying for them. Other members of so-
ciety will pay for the health care of the free-riders, through in-
creased taxes, higher insurance premiums, or other means.”2 To
prevent the perceived unfairness of free-riding, the government
may mandate that all individuals purchase at least a minimum
level of insurance.73 ‘ e
The government may attempt to counteract the free-rider prob-
lem by committing ahead of time to withholding medical services
from the uninsured. If all individuals believed this promise, they
would likely buy private insurance, without the need for an explicit
mandate. However, not only would such a commitment be consid-
ered by some to be morally unpalatable, it would be virtually im-
_ possible to make such a commitment credibly. This inability to
commit means that an explicit mandate is required.

Rationales for employer mandates

The bill requires employers to pay a certain amount of the insur-
ance costs of their employees. The arguments for such a financing
mechanism are less well established in economic theory than are
those for an individual mandate. Some of the more compelling ar-
guments are premised on the assumption that health care reform
must proceed leaving the existing health care delivery system in
place, and recognize that large changes in organization may be
costly. Five possible arguments in favor of an employer mandate
are presented below.

First, it may be easier for the government to enforce an employer
mandate. This is really an argument about the desirability of with-
holding of premium payments at source, just as Federal income
taxes are withheld.74 The issues of employer mandates and with-
holding, however, are distinct. In particular, an employer mandate
(a requirement that employers pay some or all of the cost, of insur-
ance for their employees, with the balance being withheld at
source) should induce identical compliance rates to an individual
mandate with withholding (i.e., a requirement that an individual
be insured and pay the full cost through wage withholding, with no
employer share). However, these different policies may have dif-
ferent economic consequences, depending on the way wages are
set.75

as Self-Selection Mechanisms” by Norman J. Treland (paper presented at “World Bank con-
ference on Public Expenditures and the Poor: Incidence and Targeting”).
...72Charities and private physicians often also provide “free” catastrophic care.

78The mandate could have the additional positive effect of helping to control health care costs.
1t is possible that individuals who rely on emergency treatment are more costly to care for than
others that seek more regular and timely treatment, because generally, hospital emergency
treatment is more costly than other means of providing comparable treatment. Also, women
with access to pre-natal care have lower total costs per healthy child on average than women
who see a doctor only-at their child’s birth. Clearly, the net effect on health spending will de-
pend on the generosity of the comprehensive package. If many high cost services are covered,
and utilization rates increase, total health care costs may rise. '

74 As reported in Table 990 of the 1988 Individual Taxpayer Compliance Measurement Pro-
gram (Internal Revenue Service), income tax returns for wage and salary earners were 99.8 per-
cent accurate, in dollar terms, while those for sole proprietors were only 75.2 percent accurate.

75See the discussion of hourly employees in the next section.
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Second, many individuals currently obtain insurance through
their employers.76 Some commentators view retaining the employ-
er’s role in insurance provision as a means of minimizing the dis-
ruption that health care reform might impose on the majority of in-
dividuals. While it is true that discontinuing employer coverage
might be disruptive, such a discontinuation would only occur if em-
ployer schemes were expressly prohibited. As long as employers
were permitted to continue their current practices of paying some
or all of their employees’ health premiums, purchasing choices
would not be disrupted. In fact, to the extent that individuals who
currently choose not to purchase insurance through their employers
would be required to do so under the bill, the employer mandate
could actually cause disruption instead of avoiding it. Therefore,
some argue that there is little merit to the argument that all em-
ployers should be forced to provide insurance for their workers.

Third, purchasing insurance through a group is both more effec-
tive and usually cheaper than purchasing an individual policy. It
is more effective because the larger the pool of insured individuals,
the more effectively risk is spread. It is often cheaper because of
administrative, advertising, and underwriting costs.77 Some argue
that firms offer natural groupings of individuals for this purpose,
so employer coverage should be encouraged. However, small busi-
nesses are usually not large enough to achieve the efficiencies of
group purchase and, if they were, they would be more likely to pro-
vide insurance currently. Moreover, under the Health Security Act,
the employer mandate is not necessary to obtain the benefit of
group rates. The regional and corporate health alliances are in-
tended to serve this purpose.78

Fourth, some analysts argue that employers have a responsibility
to ensure that employees have sufficient health insurance. This ar-
gument is deficient in two respects. First, it is not clear why em-
ployers should be responsible for their employees’ health insurance
any more than they should be responsible for their employees’ pur-

76 In March 1992, 54.5 percent of workers aged 18 to 64 received insurance directly from their
employers, while 71 percent received it either directly or indirectly (e.g., through their spouse).
These figures are reported in Sources of Health Insurance and Characteristics of the Uninsured,
ll‘lgxggloyment Benefits Research Institute, Special Report and Issue Brief, number 133, January

77 Larfe group insurance purchase may be less costly than small group purchase if advertising
and underwriting costs per enrollee vary. For example, the advertising activities of a large em-
ployer group may consist primarily of internal staff memos, while for small employers, more in-
tensive targeted advertising by insurance companies would be necessary. Also, if insurance com-
panies are permitted (as under present law) to vary premiums on the basis of risk characteris-
tics, then it is worth examining the medical history and lifestyles of small groups to make this
adjustment. These examinations, known as underwriting, are costly. On the other hand, as lon;
as all individuals in a particular large group face the same choice of policies, the implied ris
poolirﬁ mekes it less profitable for the insurance company to make detailed examinations of the
insured.

The bargaining power of insurance companies may also differ when they are selling to small
versus large employee grouﬁs. For example, by threatening to take its business elsewhere, a
firm with 10,000 employees has more chance of obtaining insurance at a low markup. For small
firms, on the other hand, the markup is likely to be higher. Higher markups give insurance com-
panies less incentives to cut costs and provide insurance efficiently. See Peter A. Diamond, “Na-
tional Health Reform - Comment”, presented at the annual meetings of the Allied Social Science
Association, Boston, January 1994, for more discussion of these issues.

78 A related reason that employer provision may be desirable is that purchase through a re-

ional alliance could be closer to individual purchase than grottgapumhase. As Diamond, ibid.,

s- discussed, one of the efficiencies of employer purchase is t the choice of plans is nar-
rowed down by the emﬁloyer, who then presents a small number of plans to employees to choose
from. This advantage however could be attained by mandating that employers (or health alli-
ances) determine the choice of plans, or information about plans, and not that employers actu-
ally make payments for insurance on behalf of employees.

-4
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chases of other consumption goods such as bread, automobiles, and
ski equipment. Second, even if some justification could be articu-
lated for increasing employees’ total compensation indirectly
through the provision of insurance, it would probably not be
achieved through a mandate that employers simply pay for the in-
surance. As argued more fully in the following section, it is very
likely that the employee would bear the cost of employer-provided
insurance, so that their total compensation would not increase.

A fifth argument for the employer mandate may be based on the
government’s desire to provide a subsidy for the J)urchase of health
insurance. If the subsidy can only be provided by allowing em-
ployer-paid premiums to be excluded from an individual’s taxable
income, then the government would want to encourage purchase
through the employer. However, it is unclear why an employer
mandate is necessary in this case. An individual mandate accom-
panied by preferential tax treatment for employer provision would
appear to give individuals sufficient incentive to purchase insur-
ance through their employers. Moreover, subsidies for the purchase
of health insurance can be provided in many ways other than
through excluding the cost of employer-provided health care from
taxable income.

C. Economic Effects of a Health Insurance Mandate
1. In general ‘ ' '

Conceptually, the health insurance mandate contained in the
Health gecurity Act consists of three components: an individual
mandate, an employer financing mandate, and subsidies. o

* Individual mandate: The individual mandate under the Health
Security Act would require that all individuals be insured, An indi-
vidual mandate has different effects on individuals depending on
whether they are currently insured and on how much they value
the mandated coverage and how much it costs. This aspect of the
mandate may have small effects on employment. i

* Employer financing: The employer mandate in the Health Se-
curity Act would require that employers pay a portion of the cost
of the comprehensive benefit package. Such financing requirements
can have additional effects on individuals’ (particularly hourly em-
ployees’) incentives to work and on employment levels. ,

* Subsidies: The Health Security Act would subsidize a portion
of the otherwise required health care premium of both individuals
and employers. The way in which firms and individuals receive
subsidies has implications for firm structure and employment deci-
sions.

For simplicity, the following analysis concentrates on single indi-
viduals, although distinct issues raised by family coverage are dis-
cussed where appropriate. :

2. Individual mandates
a. In general

The simplest mandate requires each individual to purchase in-
surance. This kind of mandate is contained in the bill. While the
mandate is often referred to as an employer mandate, that term
has more to do with the financing of the premium costs rather than
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with the responsibility of individuals to be insured. The bill re-
quires unemployed and self-employed individuals to be insured,
and employed individuals are required to pay any portion of the
premium not required to be paid by their employer and not sub-
sidized by the Federal Government. |

Prior to the imposition of the mandate, some individuals would
have no insurance, others would have minimal levels, while yet
others would have coverage that is at least as generous as the com-
prehensive benefit package defined in the bill. In general, any par-
ticular individual pays a certain premium for insurance which has
a particular value to the individual. For an individual currently
buying insurance, it can usually be assumed that the value is larg-
er than the premium (otherwise, the individual would not buy it).7®
Those not buying insurance can be thought of as paying a premium
of zero and receiving no insurance (so the value of insurance re-
ceived is zero). ‘

With the introduction of the mandate, all individuals would be
required to purchase a certain amount of insurance. This would
tend to change the value of the insurance which any given individ-
ual has. For example, those who were previously uninsured would
probably obtain some value out of the mandated coverage. On the
other hand, those who were well insured previously are likely to
want to keep the same or similar level of coverage, and thus may
not see any change in the value of the coverage they have.

In addition to the basic mandate, the bill includes a number of
changes relating to the way health insurance is purchased and
priced. For example, insurance would have to be purchased
through either a regional or corporate alliance, and premiums
would generally be community rated. These changes could affect
the premiums that individuals must pay. In particular, the Admin-
istration expects that group purchase through the alliance system
will lower costs, and that community rating will tend to average
costs across individuals of different risk.s0 The bill would also im-
pose ceilings on the increase in health care premiums.

Thus, under the bill, not only could an individual see the value
of his or her insurance change, but the individual could also face
a different premium. The net change in a given individual’s well
being can be thought of as being made up of two parts—the change
in the premium paid, plus the change in the value of insurance
that the individual has.81 Two special cases can be examined.

First, if an individual is not currently insured, then the value
and cost of insurance that the individual has are both zero. The net
impact of the bill on the individual’s well being would be the dif-
ference between the value of the mandated coverage to the individ-
ual and the premium that must be paid. If, for example, the pre-
mium is larger than the value the individual places on the insur-

79 This might not be a valid assumption if a group of individuals buys insurance collectively.
If they all make the same contributions to the cost of the coverage, then those who would prefer
lower coverage might be paying more than the value of the insurance to them. However, this
may be preferred to leaving the group and purchasing insurance on an individual basis.

80The mandate could affect premiums in other ways. First, if it requires higher levels of in-
surance, then induced utilization increases may cause premiums to rise. Also, since part of the
premium payment is earmarked for medical research, it may be higher than otherwise.

81]f the net change is negative, then the individual is made worse off.

N
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ance, then the effect is a decrease in well-being equal to the dif-
ference between the two.82 ,

Next, suppose an individual currently purchases insurance that
is at least as generous as the coverage that would be provided
under the comprehensive benefit package. In this case, (unless the
bill induces the individual to change his or her coverage for some
reason), the value the individual places on the insurance should
not change. The net impact of the change will be just the change,
if any, in the premium the individual must pay. ,

The bill could also result in other changes in coverage that are
not reflected in premiums,; but that could affect the value of the
coverage "and an individual’s well-being. For example, waiting
times could increase, more services could be provided by health
care providers who are not doctors, and choice of providers could
be more limited. The quantitative significance of such negative ef-
fects is difficult to ascertain. Of course, these effects should be
weighed against any positive effects on premiums and insurance
coverage.

b. Employment effects of an individual mandate

The changes described above induced by the individual mandate
effectively increase or decrease a person’s income. Such income
changes may, in turn, trigger changes in an individual’s employ-
ment behavior. Consider first those who suffer a loss: in the face
of an unexpected reduction in real income, they may respond by
working a bit more, for example, by increasing the overtime they
put in (if this is possible), getting a second part-time job (or havinﬁ
their sgouse, do s0), or changing to less palatable but higher-pai
work. On the other hand, those who enjoy a net benefit from the
reform may respond by working less hard. This type of response by
individuals to changes in real income is described by economists as
resulting from the “income effect”.83 B e

The net impact of this change on employment is unlikely to be
large. If it is expected that some individuals will gain and some
will lose (in terms of the net benefits described above), then the ag--
gregate effect on labor supply may be small. However, for particu-
lar individuals, the effect could be significant if the net benefit (or
loss) is large enough. '

A potentially more important effect may stem from a reduction
in the current problem known as “job-lock”. Briefly, many analysts
note that insurance is currently intimately linked wit employ-
- ment. When an individual leaves a job, he or she often relinquishes
the right to current insurance when Federally, or State-required
continuation insurance coverage ends and may face experience-
rated (and hence potentially higher) premiums when purchasing a
new policy or when applying for a new job. In addition, pre-existing
conditions may not be covered by the new insurance. These prob-

82This result has been used by some commentators to sugest that a mandate is like a payroll
tax equal to the difference between the cost and value of t le insurance. See, e.g., Lawrence H,
Summers (1989) “Some Simple Economics of Mandated Benefits,” American Economic Review,
79(2), pp 177-183. However, the employer part of the mandate disrupts this simple interpreta-
tion somewhat, as discussed in the next section.

% The assumption that an increase in income will, other things being equial, cause an ndivigs e e

ual to work less is the same as assuming that it will cause an individual’s use of leisure-time
to mcreg‘.?e. This assumption, that leisure is what economists refer to as a “normal good”, seems
reasonable.
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lems impose a high cost both in terms of being temporarily unem-
ployed (when the cost of non-group insurance may be high) and in
terms of reduced earnings in future jobs (which may provide insur-
ance on an experience-rated basis upon entering the firm).84 This
constraint on leaving a job for a better one can be termed the “lock-
in” effect. Community rating, disregarding of pre-existing condi-
tions, and general insurance reform may reduce this labor market
inefficiency, with positive effects on the allocation of labor in the
economy. :

Similarly, in the absence of a mandate, an individual who does
not want insurance may choose not to work for a particular firm
that includes insurance in the benefits packages of all employees.
Such an individual may decide either to work for a firm that pays
less in total compensation but more in non-insurance compensa-
tion, or not to work at all. This can be thought of as a “lock-out”
effect. By forcing the individual to be insured independent of the
job he or she chooses, the individual mandate removes the consid-
eration of health insurance from the employment choice.85

3. Employer mandates
a. In general

Under the bill, employers would be required to contribute to the
insurance costs of employees. This requirement can be thought of
as an additional financing rule. All individuals would be required
to be insured, while the premiums of those who are employed
would be partially paid by their employer.

Economists usually argue that independent of whether a particu-
lar payment on behalf of an employee is made by the employer or
employee, the true economic impact of the requirement is the same.
For example, although the employer and employee each are re-
quired to pay 7.65 percent of the employee’s wage in social security
taxes, it is usually assumed that the employee bears the full bur-
den of both portions.86 However, this conclusion is not necessarily
valid in the case of the employer mandates contained in the bill.
In particular, while the impact of the employer mandate on sala-
ried workers is likely to be similar to that of the pure individual
mandate, its effect on hourly wage earners will likely be different.
This is because the cost of insurance is not necessarily proportional
to an individual’s income, but wage reductions for hourly workers
are usually effected by proportional decreases in the hourly rate of

pay.

84These problems are somewhat addressed by the health care continuation rules (Code sec.
4980B). In general, these rules re?ruire that qualified beneficiaries that are covered under an
employer’s group health plan be offered the opportunity to purchase coverage under the plan
for a specified period following the occurrence of certain events that would otherwise result in
loss of coverage (e.g., a termination of employment). For a further description of the health care
continuation rules, see Joint Committee on Taxation, Description and Analysis of Title VII of
H.R. 3600, S. 1757, and S. 1775 (“Health Security Act”) (JCS-20-93), December 20, 1993, p.79.

86 Empirical evidence on the extent of job-lock is varied. See, for example, Bridgette Madrian
(1992), “Employment-based Health Insurance and Job Mobility: Is there Evidence of Job-Lock?”,
mimeo, Massachusetts Institute of Technology, and Douglas Holtz-Eakin (1993), “Health Insur-
ance Provision and Labor Market Efficiency in the United States and Germany”, working paper
'No. 4388, National Bureau of Economic Research.

86 The emtgloyee pays the emplglj‘ree share of the tax directly, and wages are reduced by the
amount of the employer’s share. Thus, her net after-tax wage falls by the full portion of the
tax. See Joint Committee on Taxation, Methodology and Issues in Measuring Changes in the
Distribution of Tax Burdens (JCS-7-93), June 14, 1993.
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Economists usually assume that, in the long run, wages and sal-
aries adjust so that the full cost is somehow passed on to the em-
Eloyee (who also receives the benefit of insurance). It is possible,

owever, that the cost will not be fully passed on to workers, but
will be borne to some extent by the owners of the firm, or other
input suppliers. The issue is not whether employers can pass the
costs of insurance on to their employees, but how they can achieve
such a pass through. The extent to which the cost is passed
through is not of central importance in this part of the analysis of
employment effects, except for minimum wage workers (see below),
gntf the discussion assumes that the worker bears the full bur-

en.87 . e ,

To examine these issues, a mandate where employers are re-
quired to pay the full costs of their employees’ insurance will be
considered first. A partial employer mandate of the t‘;frpe found in
the bill will be discussed subsequently. Salaried and hourly em-
ployees will be discussed separately.

b. Full employer mandate
Salaried employees

Salaried employees can be thought of as earning a certain annual
income that is essentially independent of the hours they work or
the effort they exert. While it may be true that bonuses and re-
wards such as promotions can be earned through greater effort,
there is usually a fixed base salary amount. For salaried em}f)loy-
ees, it may be relatively easy for the employer to adjust the base
salary to offset the cost to the employer of complying with a full
employer mandate without affecting the employees’ incentives to
work more.88 For example, if this cost is expected to be passed on
to salaried employees, their base salary would be reduced by the
full premium.89 A salaried employee receives insurance which has
some value to the employee, so his or her economic income, as in
‘the case of an individual mandate, is incrzased or decreased by the
difference between the premium and the value of the insurance.90

Thus, assuming that salaried employees can have their annual
income reduced by a fixed amount, the effects of a full em%loyer
mandate on salaried emplt:?'ees are likely to be similar to the ef-
fects of an individual mandate. In particular, one might expect a
small increase in labor sugply from those who suffer a net loss in
well-being as a result of the reforms and, correspondingly, a small
decrease for those with a net benefit. o ,

Also, a full employer mandate may create some incentive for sal-
aried employees to switch between firms that can form corporate
alliances and those that cannot. If the quality of the insurance is

87This assumption is often made for employment and other taxes. See Joint Committee on
Taxation, Methodology and Issues in Measuring Changes in the Distribution of Tax Burdens
(JCS-7-93), June 14, 1993, for a more complete discussion. ’ .

88That is, if only the base wage is reduced, and bonuses, promotions, and other rewards for
extra effort are not changed, the employees will have the same incentive as before to attain

88 This reduction in base salary may be effected through smaller raises than would otherwise
have occurred over time.

1In fact, this outcome does not depend on the assumption that the full cost is passad on o~ "

the individual. If only half of it was passed on under the emplo({er mandate, then with an indi-
vidual mandate we would expect to see half of the cost imposed on the individual being shifted
to the employer. The net effect is the same. .
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the same under corporate and regional alliances but the premiums
differ, individuals will have an incentive to switch if they will re-
ceive the benefit of the cost saving.91 Since it is unlikely that em-
ployers will establish corporate alliances unless their insurance
costs would be less than those of the regional alliance, this incen-
tive will exist with respect to all corporate alliances to some de-
gree_92 .

' Hourly employees

Any reductions in the wages of hourly employees are usually im-
plemented through a reduction in the hourly rate. In this case, the
effect of the full employer mandate on hourly employees is as fol-
lows: each employee receives insurance of a certain annual value,
which may vary across individuals. Assuming that the employer
passes the cost of the premium on to the employee, the hourly
wage would be reduced by some fraction that is sufficient to cover
the cost of the insurance to the employer.93

As an example, suppose an individual earns $10 per hour before
the introduction of a full employer mandate and does not have in-
surance.94 The mandated insurance is worth $1,000 to her and
costs the employer $2,000. Suppose that to pass the full cost on to
the employee, the employee’s hourly wage must be reduced to $9
per hour. Then the effect is the same as if the employee were given
a lump-sum payment of $1,000 and a 10-percent tax were levied on
her earned income. _

The “income effect” for such an hourly employee is the same as
discussed in the case of the salaried employee. If the value of insur-
ance is less than the cost to the employee, then the implied de-
crease in economic income will result in a small increase in labor
supply. However, there is an extra effect now on the hourly em-
ployee’s decision to work: her hourly wage is 10 percent less than
it was, so any extra work is rewarded less. This so-called “substi-
tution effect” results in the hourly employee working less, because
the return on extra effort has decreased.95 To the extent that she
has control over the number of hours worked, one would expect her
to reduce the time that she is willing to work. This reduction in
hours may come in the form of less overtime work or a switch to
a job with more flexible hours. Thus, the substitution effect, by re-

91This incentive also will be available to hourly employees.

928ee Joint Committee on Taxation, Description and Analysis of Title VII of H.R. 3600, S.
1757, and S. 1775 (“Health Security Act”) (JCS-20-93), December 20, 19983, for more discussion
of the role and nature of corporate alliances.

s3 Because of this structure, a full employer mandate has similar effects on hourly employees
to what economists refer to as a “negative income tax”. Under a negative income tax, an individ-
ual receives a fixed lump-sum grant, and then pays tax proportional to his earned income. Thus,
all individuals receive at least the lump-sum grant. In the context of the employer mandate,
the annual benefit that each individual receives (in the form of the change in the value of insur-
ance) is similar to the lump-sum grant of the negative income tax (although normally, the lump-
sum grant of the negative income tax does not vary among individuals). The proportionate re-
duction in hourly wages to cover the cost of the premium corresponds to the proportional tax
component of the negative income tax.
3234 (I)f(‘) ghe individua! works 50 40-hour weeks in a year, she will work 2,000 hours and make

951t is called the substitution effect for the following reason. The hourly wage can be thought
of as the price of an hour’s leisure because an extra hour of leisure could be “purchased” by
Eiving up an hour of work. The extra hour of leisure thus requires the individual to forgo an

our’s worth of wages. A reduction in the wage then is like a reduction in the price of leisure.
When the price of a good falls relative to that of other goods, we usually see individuals sub-
stituting consumption -of the first good for that of the others. In this case, the individual would
consume more leisure or, equivalently, supply less labor.
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ducing the incentive to work, acts in the opposite direction to the -
income effect. . ) )

It should be noted that the disincentive effects of a full employer
mandate operating through this “substitution effect” are directly
related to the full premium, that is, the full cost of providing the
insurance, and not to the difference between this cost and the
value placed on the insurance. Thus, in the numerical example
above, the percentage reduction in the hourly wage had to be large
enough (10 percent) to pay for the full cost of the insurance
($2,000). This is not an insignificant adjustment to take-home
wages. Furthermore, the disincentive exists even when the net ef-
fect of the purchase is to increase the employee’s well-being (i.e.,
even when the income effect of the mandate is positive).

Distinguishing effects on employment levels and hours
- worked

As set forth above, the effects of a full employer mandate on in-
centives to work would differ for salaried and hourly employees.
Both types of employee would face a change in annual economic in-
come equal to the change in the premium they pay less the change
in the value of their insurance coverage. The induced changes in
labor supply from the income effect could be either in terms of
changes in labor force participation rates or changes in hours
worked and effort. For example, an individual who experiences a
large net increase in well-being due to the reforms may decide not
to work, or to work less, while an individual who experiences a re-
duction in well-being might enter the labor force or work more in
his or her current job. Because it is expected that the income ef-
fects will be small in the aggregate, they should not induce large
changes in employment levels or output.

On the other hand, for hourly employees the principal effect of
the reduction in hourly wages should be on hours worked. One
would expect to see these employees reduce the number of hours
they work, rather than decide not to work.96 The strength of this
substitution effect is related to the full cost of the insurance, while
the income effect is related to the change in the individual’s net
economic income. As well as being larger for a given individual, the
effect is negative for all affected individuals because there are no
individuals for whom the proportional wage reduction induces
extra labor s%pply. While not conclusive, this suggests that the
substitution effect will be quantitatively more important than will
the income effect, and that while employment levels would not
change, hours worked by hourly employees, and hence output,
would fall.o7 o o

26 Of course, if hours are reduced to zero, then participation in the labor force falls, =~~~

27There is no firm empirical evidence on these issues. It is possible that, if the substitution”
effect is small (so that individuals are not responsive to changes in their hourly wage rates) but
the income effect is large (so that they care significantly about total annual compensation), then
the income effect could outweigh the substitution effect. If this were the case, and if it were
still expected that the income effects for different individuals will roughly cancel out, then the
aggregate employment effects of the mandate, both in terms of numbers of individuals employed
and hours worked, could be small.
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c. Partial employer mandates

Effects on individuals

The bill would not impose a full employer mandate, but rather
would require employers to pay only a portion of health care pre-
miums. In the case of salaried employees, because it is assumed
that the employer’s cost will generally be passed through to the
employee, the split between employer and employee payments is
generally not important (except from the perspective of their rel-
ative tax treatments, discussed below). Thus, for salaried individ-
uals, the effect of the partial employer mandate is just the same
as that under a full employer mandate, as discussed above.

In the case of hourly workers, if employer costs are passed on to
employees, the wages of such workers must fall by a percentage
sufficient to cover the employer’s share of the premium. In the nu-
merical example above, if the insurance cost $2,000, and the em-
ployer’s share is $1,600, then the percentage reduction would have
to be at least 8 percent98 rather than at least 10 percent in the
previous example, when the employer was required to pay the full
amount.99 Thus, if the share of the premium that the employer
pays is lower, the reduction in hourly wages will be smaller and
the disincentive to work caused by the substitution effect will also
be smaller.

For individuals then, the partial employer mandate determines
the manner in which the cost of a particular insurance policy is
split between the employer and employee, but does not affect the
total amount paid for insurance. For hourly employees, this split
determines the amount that is paid as a lump-sum compared to the
amount paid through a proportional reduction in wages, with con-
sequent effects on labor supply decisions.

Effects on families

For families, however, the partial employer mandate in the bill
may also affect the total amount paid for a given policy, depending
on family employment structure. This can create strong incentives
for families to change their employment decisions, because some
families may not be treated as having received the total amount
that their employer would be required to pay on their behalf.100 In
particular, the amount paid by an employer is related to the em-
ployee’s employment status (i.e., full-time versus part-time), but
the credit received by such an employee may not change with em-
ployment status if the employee is a member of a family.

For example, assume that the weighted average premium for an
individual class of enrollment is $2,000 and that an individual
elects to participate in a plan with a $2,000 premium. The em-

98This is calculated as follows. First assume that the number of hours worked by the individ-
ual stays fixed at 2,000 per year. The reduction in hourly wage, Aw, in money terms, must sat-
isfy the equation (Aw x 2,000) = 1,600 or Aw = 1,600/2,000 = 80 cents. This is an 8-percent re-
duction in the $10 hourly rate. If this causes the individual to work less, then the $1,600 cost
must be spread over fewer than 2,000 hours, and the proportionate wage reduction must be larg-
er.
99 Because the employee must pay $400 annually himself, if he did not previously have insur-
ance, the mandate is like a negative income tax with a lump-sum payment equal to the value
of the insurance less $400, with a marginal tax rate of (at least) 8 percent.

100In addition, the design of the employer obligation could create significant disincentives for
individuals to marry, depending on the relative size of family and single premiums.

£ 4
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ployer is required to pay 80 percent of the weighted average pre-
mium (i.e., $1,600). 'IPhe individual receives an alliance credit of
$1,600 and is required to pay the balance of $400. ,

However, for families, the employer share and the credit can dif-
fer. Suppose that the premium for the average cost plan for the
couple-only class of enrollment is $3,000. If the average number of
full-time workers per couple in this class is 1.5, then the premium
for a full-time employee for this class is $3,000/1.5 = $2,000 . An
employer is required to pay 80 percent of this value ($1,600) to-
wards ihe cost of insurance for a full-time employee and half of
that ($800) for a half-time employee. , _ J

Under the bill, however, the couple receives a credit of (i.e., is
deemed to have paid) 80 percent of the full cost of the average
plan, equal to $2,400. For a couple in which one partner works full-
time and the other works half-time,101 the total employer share of
the premium is $1,600 + $800 = $2,400, which equals the credit re-
ceived by the couple. The couple pays the balance of the premium
for their selected plan, so that the employer plus employee con-
tributions equal the actual cost of the plan. o

The total employer and employee contributions for couples with
non-representative employment patterns may be greater or less
than the full cost of their chosen health plan. For example, the em-

loyers of a couple with two full-time workers will jointly pay
§3,200 ($1,600 each), while the couple will receive a credit for only
$2,400, and will still be required to pay $600 if they have chosen
a plan with a $3,000 premium. Thus, the total contributions of em-
ployers and employees will be $800 more than the cost of the plan.
On the other hand, a couple with just one full-time worker would
receive a credit ($2,400) in excess of the employer contribution
($1,600), and pay in total $800 less than the cost of the plan (i.e.,
a total of $2,200 = $1,600 + $600). This differential between one-
and two-worker couples imposes an implicit tax of $1,600 on the
decision of the second worker to enter the labor force. Presumably,
this could amount to a substantial annual burden on a low wage,
full-time worker (married to another full-time worker).

These employment incentives and disincentives for families stem
from the fact that the employer share of the premium is related to
an individual’s employment status (i.e., full-time versus part-time),
while the credit received by the family may not be affected by the
employment status of different members of the family (e.g., a cou-
ple with a single full-time worker receives the same credit as one
with two full-time workers, and one with one full-fime and one
half-time worker). =~ T
.. The design of the credit is probably meant to ensure that a fam-
ily does not receive too large a credit. For example, if the credit
were $2,400 per full-time worker, a couple with two full-time work-
ers would receive total credits ($4,800) far in excess of the cost of
the plan. On the other hand, the employer share may be designed
to be fair to employers (since the share is proportional to the em-
ployee’s employment status). That is, an employer should not have
to pay 80 percent of the full premium cost (for the average cost
plan) for an employee who only works part-time. Such a fairness

101That is, this couple has the exact characteristics of the average couple for this class.
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objective is probably not well placed, however, once it is understood
that the economic incidence of the mandate (i.e., who bears the
costs of the mandated coverage) is independent of the statutory in-
cidence (i.e., who is responsible for writing the checks to the alli-
ances).102 Thus, if it is assumed that the employer contributions
are passed on to the worker in the form of lower wages, then there
is no need to “be fair” to employers, since they are not affected by
the mandate.

These labor market distortions could be removed by making the
employer contribution equal to the credit received. However, the
problem with such an approach is that the employer of one member
of a family would need to know the employment status of the other
members, and the contributions being made by their employers
(which in turn depend on the contribution made by the first em-
ployer), in order to calculate its contribution. This would be admin-
istratively difficult and costly. It is difficult to tell if the real eco-
nomic costs resulting from distorted labor supply decisions would
be less than the administrative costs (which are equally real) asso-
ciated with matching family credits and employer contributions. Of
course, this problem would not arise if the mandate were not based
on employment.

d. Other issues regarding employer mandates

Determining the value of insurance to workers

There are a number of reasons to expect the value of insurance
to vary across individuals. First, individuals may have different
medical needs. For example, suppose a comprehensive health in-
surance plan includes long-term care, which is predominantly used
by the elderly. A young healthy individual would place a very low
value on the probability that he or she will need such care in the
current year, so such an individual would not value that part of the
insurance. If only young and healthy people were included in the
insurance pool, the cost of including long-term care in the package
would be small, because there would be very low utilization rates.
However, if the insurance package is available to other individuals
who are more likely to need long-term care, then this aspect of the
package will tend to make it more costly than it is worth to the
young person. Similarly, if the package includes accident insurance
and is offered to workers in dangerous occupations (working with
heavy machinery, for example) as well as to those in less dangerous
jobs (such as a clerical job), then the individuals in the less dan-
gerous jobs are likely to value the accident insurance coverage at
Iess than its cost, other things being equal. This reasoning suggests
that whenever insurance is priced uniformly across individuals,
some will value it above cost, while others will value it below
cost.103

Another reason individuals may place different values on insur-
ance is that they have different incomes. Low-income individuals
are likely to value insurance less than those with high incomes for

102 This argument is true in the long run, that is, after wages and prices have had time to
adjust. In the short run, when labor contracts, etc., are fixed, the economic incidence may be
closely related to the statutory incidence. To the extent that the bill would only gradually phase

_in, there could be sufficient time for wages and prices to adjust in anticipation of the changes.

103 See the discussion on adverse selection in Part IV.B., above.
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at least two reasons. First, one of the benefits of employer-provided
health insurance is that it is a tax-free form of compensation. The
benefit of shifting compensation from taxable wages to non-taxable
health insurance is proportional to an individual’s marginal tax
rate. Thus, if a $1,500 policy is purchased, an individual with a
marginal tax rate of 20 percent saves $300 (i.e., 20 percent of
$1,500), while an individual with a marginal tax rate of 30 percent
saves $450 (30 percent of $1,500). Therefore, low-income individ-
uals may value employer-provided insurance less than high-income
individuals due to its tax treatment.104 R e i
*“The second reason that low-income individuals may place a lower
value on health insurance than do high-income individuals is that,
even if there is a tax benefit associated with the insurance, a
$2,000 policy will necessarily make up a larger fraction of a low-
income individual’s expenditures on goods and services than it will
of the expenditures of a high-income individual. For example, a
very poor person with income of only $4,000 would be unlikely to
want to spend half of her income on health insurance because other
goods, like food, clothing, and shelter, could constitute a higher pri-
ority. Such a person would probably value the insurance at much
less than $2,000. An individual making $100,000 a year would be
more likely to spend at least 2 percent of his or her income ‘on in-
surance since other basic needs would be easily satisfied. ,

A further reason that individuals may value insurance dif-
ferently is that, under the bill, families with children pay the same
premium, independent of the number of children they have. Other
things being equal, a large family would therefore tend to value a
given insurance package more than a small family.

Minimum wage employees

~ The previous discussion has assumed that employers can adjust
cash wages. If cash wages cannot adjust downward in response to
the mandated employer premium payments, the total cost to the
employer of employing an individual will rise. If employers cannot
absorb these additional costs, they will be forced to lay off employ-
ees whose cash wages cannot fall. o

An important class of such employees is minimum-wage employ-
ees. In effect, an employer mandate acts as an increase in the total
minimum wage paid by the employer equal to the cost of insurance.
The possibility that such an increase will lead to unemployment
has long been recognized. However, debate over the empirical sig-
nificance of the effect has been more contentious.105 Estimates of
induced unemployment vary widely—in fact, one recent study of

104This aspect of the tax treatment of health insurance is not changed under the bill with
respect to the mandated benefits. Many ‘employers that provide insurance do not pay the full
cost (so that some portion of the premium is paid with after-tax dollars). This practice does not
maximize the benefit of the favorable tax treatment. One explanation for the employer paying
less than the full cost is the following: the employer and employee know that the favorable tax
treatment of employer-paid premiums subsidizes insurance and tends to induce the employee
to purchase more extensive coverage than if the employee were paying the full cost. This over
consumption creates what economists refer to as a “deadweight loss” which results because the
value to the employee is less than the full cost of the insurance. This real economic cost is borne
by the employer/employee pair. To reduce this cost, the subsidy is explicitly limited by obtaining
it on less than the full premium. e e e i

108 For a review of the issues, see “The Effect of the Minimum Wage on Employment and Un-
employment,” bg Charles Brown, Curtis Gilroy; and Andrew Kohen, Journal of Economic Lit-
erature, June, 1982, pp. 487-528. R
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the effects of minimum wages in New Jersey and Pennsylvania
found the perverse effect of a small increase in employment.106

The reduction in employment discussed here, due to inflexible
cash wages, is different from the disincentives to work discussed
above with respect to the income and substitution effects, which re-
sult from increased economic incomes (including the value of insur-
ance) or reduced wage rates. In these latter cases, individuals vol-
untarily would choose to work less at the available wage. On the
other hand, the unemployment that may arise because of the mini-
mum wage constraint is qualitatively different, because more peo-
pleta Daxge willing to work at the prevailing minimum wage than can

get jobs.

4. Mandates with subsidies
a. In general

One problem with mandates is that some people simply cannot
afford to comply with the law. For example, if the annual family
premium were $4,000, a family of four at the poverty line ($13,950
in 1992) would have to spend approximately 29 percent of its dis-
posable income on health insurance. Other basic necessities of life
would have to be forgone in such circumstances.

Policymakers also have expressed concern that it may be more
expensive for small firms to comply with the mandate than it is for
large firms. This concern stems mainly from the observations that
the current insurance costs of small firms are higher than the aver-
age and that many of the employed who are uninsured work in the
small business sector.107 Because economists would generally argue
that the burden of the cost of complying with the mandate is borne
by the employee, the concern for small businesses is best inter-
preted as a concern for the employees of such businesses. To the
extent that the establishment of regional alliances reduces the
costs of insurance to small business, this concern will decrease but
not disappear.

As a result of these concerns, the bill would provide subsidies (1)
to low-income individuals and families, and (2) to firms based on
firms’ average wages and size. Both of these subsidies, but espe-
gial}y_ the second, could have distortionary effects on employment

ecisions.

b. Subsidies to low-income individuals and families

Under the bill, the subsidy to low-income individuals depends on
their income relative to the poverty level and the direct cost they
incur to purchase coverage under the comprehensive benefit pack-
age. If an unemployed individual with income only from unemploy-
ment compensation enrolls in a plan costing $2,000, then he or she

106 See David Card and Alan Krueger, “Minimum Wages and Employment: A Case Study of
the Fast Food Industry in New Jersey and Pennsylvania”, National Bureau of Economic Re-
search, working paper No. 4503, October 1993.

107 Employee Benefits Research Institute, op. cif., reports that of all uninsured employed indi-
viduals, 22.3 percent work in firms with less than 10 employees, 12.7 percent work in firms with
between 10 and 24 employees, and 12.7 percent are self-employed.
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generally receives a subsidy related to the cost. Assume for simplic-
ity that the subsidy is 10 percent of the direct cost of the insur-
ance, or $200.108 Now suppose that this individual becomes em-
ployed and earns a monthly wage that is equal to the amount of
monthly unemployment benefits. If the employer pays 80 percent
of the cost of the insurance, then the individual will only receive
a subsidy of 10 percent of $400 (the balance of the premium that
she must pay directly), or $40. Note that the subsidy has been re-
duced by $160, or 80 percent, equal to the employer share percent-
age of the premium. ) , o
- _Even if the individual is treated as bearing the burden of the em-
loyer mandate such that her annual cash wage would have been
51,600 higher without the insurance, she loses the subsidy on the
employer g:ortion of the premium by returning to the workplace. If
the subsidy is based on the cost borne directly by the employee,
given the same income, the subsidy she receives is reduced. In par-
ticular, if the subsidy is proportional to the direct cost, the subsidy
is reduced by a percentage which is the same as the employer’s
percentage share of the premium. This could act as a substantial
disincentive for individuals to re-enter the labor force after a period
of unemployment. :

¢. Firm level subsidies

_Under the bill, firm level subsidies are effected through a series
of caps on the total costs different firms must incur in complying
with the mandate. For example, no firm that purchases insurance
through a regional alliance will be required to pay more than 7.9
percent of its payroll in the form of health insurance premiums (ex-
cluding the short-fall add-on). This is equivalent to capping the pre-
mium per employee at 7.9 percent of the average wage of all em-
ployees in the firm. For firms with fewer employees 109 or lower av-
erage annual wages, the cap percentage is lower. The applicable
percentage limits on the cost of insurance are shown in ‘Table 1. For
example, in the case of a firm with 24 employees and an average
wage of $10,000 per employee, the average cost of the mandated in-
surance policy per employee would be no greater than $350 (3.5
percent of $10,000). ‘ '

Table L—Limiting Pv;evrcentages‘Under the Flrm-Based H
Subsidies of the Health Security Act

.  Employer’s average annual wages per full-time equiva-
évreé?al" Ttime _ lentemployeeare: .
equivalent em- $0- $12,001-  $15,001-  $18,001-  $21,001-
ployees $12000  $15,000 18000  $21000  $2d000
Fewer than 25 3.5 4.4 5.3 6.2 7.1
25 but fewer
- than 50 ...... 4.4 5.3 6.2 7.1 79

108Thig i only an illustrative exa,mple, . e o a1t e e wt
lgDThe bill defines the size of the firm based on the number of “full-time equivalent employ-
ees”,
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Table I.—Limiting Percentages Under the Firm-Based
Subsidies of the Health Security Act—Continued

Employer’s average annual wages per full-time equiva-

Average num- lent employee are:

ber Pfal ;time

P ployees s $12,001-  $15,001-  $18,001-  $21,001-
ployees $12,000  $15,000  $18,000  $21,000  $24,000

50 but not » T

over 75 ... 5.3 6.2 7.1 7.9 7.9

SOURCE: Section 6123 of the bill.

Because the subsidy is based on the characteristics of firms (size
and average payroll) and not on those of individuals, economic ef-
fects in addition to those described above are likely. In the case of
a mandate without any subsidies, the economic impact stems from
the increase in the cost of employing any given individual (assum-
ing the firm in question did not previously offer insurance), in rela-
tion to the value the individual places on the mandated coverage.
When a subsidy based on the wages and size of a firm is intro-
duced, the impact of the mandate depends not only on the cost and
valuation of coverage but also on characteristics that are not di-
rectly related to the individual: the number of other workers in the
firm and their wages. The effective tax rate imposed on any par-
ticular worker by the mandate depends on all these variables. For
convenience, the effects of the subsidies are examined by looking
first at the impact of a subsidy related to firm size and then at a
subsidy linked to average wages.

Subsidies based on firm size

To concentrate on the effects of firm size, assume that all em-
ployees of a particular firm earn the same wage.110 For all firms
with a particular average wage, the cost per employee of complying
with the mandate is limited to a certain percentage of the average
payroll. For example, for firms with average wages of $17,000,
those with fewer than 25 workers need pay no more than $901 (5.3
percent of $17,000) per employee for insurance. Thus, if the actual
cost of insurance is $1,500, there is a subsidy of $599 per em-

loyee.111 For firms with between 25 and 50 workers, the limit is
51,054 (6.2 percent of $17,000), with an implied subsidy of $446 per
worker per year. '

Effects on employment decisions

Firms will face very different subsidy rates per employee (and
hence insurance costs) depending on their size. More importantly,
the subsidy can change considerably when employment levels
change by a small amount. For example, if a firm with average
wages of $17,000 increases its number of employees from 24 to 25,

110 That is, each employee earns the average wage of the firm in which she is employed. This
simplification is made for the purposes of illustration, and does not affect the genera results.

111 This subsidy does not mean that the effective tax rate imposed by the mandate is negative.
If an employee values the insurance less than $901, she faces a positive net effective tax rate.
The subsidy does, however, reduce the size of the net effective tax rate imposed by the mandate
by $599 per year. :
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it must not only pay an extra $1,054 in insurance costs for the new
employee, it must also pay an extra $153 for the insurance costs
of all existing employees - that is, an extra $3,672 (24 x $153).
Thus, the cost of employing the 25th worker is $21,726 ($17,000 +
1,054 + 3,672); unless the worker is worth at least this much to the
firm, the worker will not be hired. The 25th employee may be will-
ing to work for less than the value he or she adds to the firm. How-
ever, due to the form of the subsidy, the financial cost to the em-
ployer of hiring the worker could be much higher than the value
the worker adds, so that the worker would not be employed.

- This may appear to be a problem only causing those firms that
would like to have exactly 25 employees, to choose 24 instead.
However, consider a firm that wishes to expand its employment
from 24 to 34, This increase in employment will cost the firm

$18,054 ($17,000 + $1,054) per new employee directly, plus $3,672

in additional insurance costs for the existing employees. The total
cost of employing the extra ten employees is then $184,212, or
$18,421.20 each.112 Unless each of them adds on average at least
this much value to the firm, they will not be employed. Even if
each of the ten employees increased the value to the firm by
$18,000, and were willing to work for $17,000, they would not be
employed. Thus, economically desirable growth of small firms could
be impeded by the subsidy. g i L e
In fact, these examples do not concern only firms that are con-
templating increases in employment. A firm currently employing
34 workers would face exactly the same incentives, but in the oppo-
site direction. That is, by eliminating 10 jobs, it could reduce its
total payroll by $184,212. By choosing to fire the least productive
of its workers, this could be very profitable for the firm, but not so-
cially desirable, because the value of their output is greater than
the true cost of their labor. I I
In addition to these general economic inefficiencies relating to
employment decisions, the subsidy would have the unfortunate ef-
fect of working against itself in terms of health insurance costs.
The subsidy is based on firm size because there is evidence that
small firms face higher costs of providing insurance than do large
firms. As firms grow, one would then expect that their costs of in-
surance per employee would fall. However, one impact of the sub-

sidy is to discourage this growth in firm size, thus keeping per em-

- ployee insurance costs_high.113 The proponents hope that group

purchase of health insurance through regional alliances will temper
the tendency of insurance costs to fall with increasing firm size, so
this may not be important. On the other hand, if the regional alli-
ances do succeed in reducing costs for small businesses, the neces-
sity of the subsidy based on firm size would be called into question.

Effects on firm organization and .emp’loym:ent‘ status
The different subsidies available to firms of different sizes may
affect firms’ organizational decisions. For example, one way for the

112 That is, the total cost is made ug of $17,000 in cash wages, plus $1,064 in direct insurance
costs, plus an additional $367.20 in additional insurance charges, per émployee. o

113These arguments are not meant to suggest that large firms are ‘necegsarily better (or
worse) than small firms. However, if it were desired to encourage the formation of small firms,
there would be no obvious reason to do g0 in the context of health care reform. ‘
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owners of a firm to increase production through an increase in
labor, while not losing the benefits of the high subsidy for small
firms, would be to create two firms. That is, instead of increasing
employment from 24 to 25 in the example above, the owners could
form two firms of 12 and 13 individuals each. The per-employee
subsidy would then remain at $599. This ability to reorganize firms
offsets the effect of the subsidy to constrain employment growth.
However, it will still entail economic inefficiencies to the extent
that business organization decisions would be distorted.114 As
above, if per-employee insurance costs are higher for the two small
firms combined than for the original firm, then by encouraging the
formation of small firms this outcome works directly against the
perceived problem the subsidy is designed to address.

Instead of creating two firms in the example above, the original
firm could re-employ some existing employees as independent con-
tractors.115 The individuals involved would perform exactly the
same tasks but not be included in the firm’s employment total.
Similarly, janitorial needs and legal and accounting services could
be “out-sourced” to companies that specialize in these activities,
thus reducing the size of the original firm’s employment and pos-
sibly increasing the per-employee subsidy. Again, such labor ar-
rangements, if not observed without the subsidy, are likely to be
inefficient. They may represent a sub-optimal mix of different
kinds of employees (high- and low-skilled) within a firm, and they
could increase aggregate health insurance costs.

Subsidies based on average wages

The bill would limit the amount that all firms, regardless of size,
must spend per employee on health insurance. This limit is propor-
tional to the average payroll of the firm. The subsidy (the caIp on
costs based on payroll) is intended to defray the costs of complying
with the mandate for low-income individuals. If it is assumed that
the costs of health insurance paid by an employer are passed
through to employees, then the subsidy can be viewed as another
means by which the bill provides relief to low-income individuals.

Targeting of subsidy to low-income individuals

Assume for simplicity that the bill requires an employer pay 100
percent of the costs of health insurance for its employees (i.e., a full
employer mandate). Under the bill, the limit on the employer’s
costs is equal to 7.9 percent of average wages (disregarding the
short-fall add-on). This limit provides a subsidy that decreases as
average wages increase. For example, if the cost of insurance is
$1,500 per employee, a firm with average wages of $10,000 will pay
an average of $790 per employee due to the mandate. On the other
hand, a firm with average wages of $100,000 will pay an average
of $1,500 per employee because the cap is not binding.

While the subsidy is directed to firms with low average wages,
it is not specifically targeted to low-wage individuals. Some low-in-

114]t is not 1 ry here to di whether and when there are economies of scale in busi-
ness size. It suffices to note that if firms would be larger in the absence of the subsidy, the
subsidy induces inefficient choices based on size, absent any other relevant market failure in
firm organization decisions. :

116 The bill contains provisions intended to prevent abuses in the reclassification of employees
as independent contractors. See sections 7301-7303 of the bill.

e
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come employees do not receive a subsidy, and some high-income
employees will be subject to a very large implicit tax. Consider a
firm of 100 employees with average wages of $10,000 that is re-
quired to purchase health insurance at a cost of $1,500 per em-
ployee. The firm must pay 7.9 percent of payroll in health insur-
ance costs, or $79,000. It would prefer to pay $79,000 than to pay
the full cost of insurance for al{) its workers, which is $150,000.
However, the cost of employing a particular worker increases by
7.9 percent of the worker’s wage. The cost of employing an individ-
ual at a wage of $10,000 will increase by $790, while that of em-
‘ploying a $100,000-wage employee rises by $7,900. If it is assumed
that all workers value insurance at cost, then the low-wage em-
ployee receives a net subsidy of $710 ($1,500 - $790), while the
high-wage employee pays an implicit tax of $6,400 ($7,900 -
$1,500). In general, low-wage workers at low average-wage firms
receive a subsidy while high-wage workers at such firms bear a
In contrast, no employees of high-average-wage firms receive a
subsidy. For example, a firm with a $100,000 average wage will
pay $1,500 extra per employee for insurance, and the mandate will
impose this extra cost on low- and high-wage employees alike. If
both types of employees value the insurance at cost, the net sub-
sidy to each is zero. ' : : -

This analysis shows that low-wage employees in low average-
wage firms receive a subsidy, while low-wage employees in high-av-
erage-wage firms do not and that high-wage employees in low aver-
afe-wage firms suffer an implicit tax increase, while high-wage em-
ployees in high average-wage firms do not. :

While this discussion has centered on firms that currently do not
provide insurance, firms that currently do provide insurance will
face similar effects. For example, a firm with average wages of
$10,000 that currently provides insurance at $1,500 will see its
total labor costs fall by an average of $710 per employee. However,
the firm’s cost of employing a $100,000 employee will have in-
creased by $6,400. Therefore, the subsidy still has differential ef-
fects on different employees of such a firm, T,

This means that any behavioral response of firms and workers
o the implicit subsidies is not confined to those who do not cur-
rently offer insurance. On the contrary, all firms will have incen-
tives to alter employment patterns due to the change in the rel-
ative prices of employing low- versus high-wage workers. These in-
centive effects are addressed in the following section.

Incentive effects on hiring and employment

- The mandate imf)oses a high implicit tax on high—wage employ-
ees at firms with low average wages, but no such tax on similar
workers in firms with high average wages. Similarly, low-wage em-

ployees of firms with low average wages receive a subsidy, but low-
wage employees at firms with high average wages do not. As long
as there is some flexibility in the labor market, these conditions
should not be expected to persist.

For example, suppose that firms can easily reorganize. Then an
existing low average-wage firm will have a large incentive to split

into two firms: one employing its original employees who earned



104

low wages, and the other employing those who earned high wages.
It would then still receive the subsidy for the low-wage employees
but would not incur the tax on the high-wage employees. Similarly,
high average-wage firms that employ some low-wage employees
will have an incentive to split. By forming a new firm that employs
only the low-wage employees, it will receive a subsidy for them, but
will not increase its costs with respect to its high-wage employees.

This would result in better targeting of the subsidy, in that all
low-wage workers would work in low average-wage firms, and
hence get the subsidy, while no high-wage employees would receive
a subsidy. However, the additional subsidy to low-wage workers in
previously high average-wage firms would need to be financed by
the government from general tax revenue (or other sources, such
as increased health insurance premiums). In addition, the subsidy
that low-wage workers in low average-wage firms previously re-
ceived was financed in part by the implicit tax on their high-wage
colleagues. Without this implicit tax, the cost of providing the sub-
sidies increases.

In practice, firms incur costs to reorganize into separate entities
in this fashion. Since the subsidies accrue to employees of similar
skill and productivity in different firms differently, there will be in-
centives for some employees to seek employment in other firms
where they can receive larger subsidies (or face lower implicit
taxes). Coincidentally, employers will be induced to hire individuals
who impose lower labor costs on the employer and shift away from
the higher-cost employees. '

For example, because high-wage employees in low average-wage
firms face a high implicit tax, they will be induced to seek employ-
ment in high average-wage firms. This shift in labor supply will
have the effect of bidding down the pre-tax wages of highly skilled
employees in the high average-wage firms, and bidding them up in
low-average-wage firms. If labor is mobile enough between the dif-
ferent firms, then in the long term, the net after-tax wages of high-
ly skilled individuals will be equated in their different occupations.
There will be fewer high-skilled employees in firms with low aver-
age wages, and more in firms with high average wages.

Similarly, because the subsidy bestows a larger benefit on low-
wage employees in low average-wage firms than it does on similar
employees in high average-wage firms, it will induce a shift in the
supply of lower-skilled workers to the low average-wage firms. In
the long term, the wages of lower-skilled individuals, net of the
subsidy, should be equated in the different firms.

These reallocations of labor between sectors of the economy could
be quite costly, in the sense that firms are induced to use skilled
and unskilled labor in less economical proportions than usual.
These effects can be incorporated in models of the efficiency and
equity costs of mandates with firm level subsidies.116 Compared
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with individual-based subsidies, the poor generally do much less
well than might otherwise be expected, and the program of firm
subsidies under the bill is likely to be more expensive for the gov-

ernment (even taking into account the possibly higher administra-
tive costs of individual subsidies).
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